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PREFACE
This booklet describes an actual audit situation and presents the
views of eight certified public accountants as to the extent of audit
sampling each believes would be necessary in the circumstances.

While the results are not conclusive as to what would be the
appropriate amount of sampling in a given situation, it is believed
that many CPAs will be helped by comparing their views with the
views of those who prepared the summary audit programs.

Carm an

G. B lou g h , Director of Research

A m e r ic a n I n s t it u t e

October, 1955

of

A c c o u n ta n ts

A Case Study on the

EXTENT OF AUDIT SAMPLES

INTRODUCTION

The practicability of using statistical techniques for determining
the extent of sampling that would be appropriate in a particular
audit engagement has received increasing attention among certified
public accountants in recent years. Many accountants have ques
tioned the usefulness of this approach, largely because they hesitate
to place reliance on what seem to them to be largely mechanical pro
cedures in an area where judgment and the results of testing as it is
actually performed are such important factors. Others have felt that,
properly used, statistical techniques can be very helpful.
The committee on auditing procedure of the American Institute of
Accountants recently considered the question, but believed that it did
not have sufficient information as to the extent of audit sampling in
practice to reach any conclusions. Accordingly, as a step in the direc
tion of obtaining more information as to current thinking, a descrip
tion of an actual business was prepared and distributed to the mem
bers of the committee. Each member was asked to submit to the re
search department his views as to the extent of sampling he thought
would be necessary in the particular case in order to express an un
qualified opinion. The programs were submitted only to the research
department so that no committee member knew what other com
mittee members had suggested.
Although there was some degree of similarity among the views ex
pressed as to the extent of sampling necessary with respect to most
7
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items on the financial statements, no clear-cut pattern resulted. The
committee believes, however, that the information obtained is of con
siderable interest and value, and that it should be made available to
the profession. Accordingly, it asked the research department to pub
lish the description of the business and several of the more complete
programs.
A major problem to the authors in the preparation of these pro
grams was the unfamiliarity with the people in the companies and
their accounting policies and procedures. As a matter of fact, it is
almost impossible for anybody to write a complete story on a client
so that the outsider could fully understand it and prepare an audit
program based upon the information submitted.
From the auditing standpoint, the preparation of these programs
really points up the problem that everyone faces in defining in precise
terms exactly what he means when he uses the words “check,” “re
view,” or “test.” On the other hand, no program is prepared in such a
manner that an auditor unfamiliar with the engagement could make
an examination solely on the basis of the program.
Another matter that is difficult to spell out in an audit program
arises in connection with what to do when errors or differences are
disclosed. It is easy enough to say that the auditor should check five
per cent of the items and if the results are satisfactory, presumably,
no further checking is required. On the other hand, if he does check
that five per cent of the items and does find substantial errors or dif
ferences then, obviously, he may be required to expand his tests or
apply other auditing procedures. To express this fact in words in a
specific audit program is exceedingly difficult, and that is the reason
why in many places the author is apt to use the word “test,” rather
than being more specific. Judgment is the most important factor in the
making of any audit, but in many situations it is practically impos
sible to write out in specific language how the auditor applies judg
ment.
It should be emphasized, therefore, that the programs which follow
were prepared entirely from the information contained in the de
scription of the business. Obviously, this precluded any possible judg-
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ment by the authors as to such intangibles as the “feel” of the situa
tion and as to additional or reduced work that might be indicated as
the audit work progressed. Some of the audit programs summarize
general procedures, whereas others emphasize more particularly the
descriptions of detailed testing procedures where sampling was con
sidered appropriate. It will also be noted that some of the audit pro
grams contemplate an “initial audit” situation, whereas others are
programs applicable on a continuing engagement basis. None of the
programs are presented as being “ideal” or as outlining minimum
necessary procedures. Other accountants might quite appropriately
conduct the examination still differently.
DESCRIPTION

OF

BUSINESS

Putnam Lumber Company, Inc., was incorporated as a manufac
turer of hardwood flooring in 1940. On July 1, 1940, it took over
the operations of a partnership doing business as Putnam Lumber
Company. The two partners, who were brothers, became the only
stockholders of the corporation. At the date of the transfer the net
assets of the partnership totaled $251,254.68, of which $200,000.00
was converted to Capital Stock, the balance to Paid-In Surplus.
The management is vested in a board of three directors consisting
of the two stockholders and an attorney. One of the brothers is the
president, the other is the vice-president and treasurer, and the attor
ney is the secretary of the company.
The company operates a flooring mill in Johnstown, Tennessee, a
small mountain town, and employs approximately fifty men in the
mill, two office workers, two warehousemen and two lumber inspec
tors. The office workers consist of a general ledger bookkeeper and
one assistant. The general ledger bookkeeper acts as office manager,
keeps all the books with the exception of accounts receivable and
inventory (which are kept by the assistant).
The books of account consist of:
A Columnar Journal (in which are entered
cash receipts and disbursements, pur
chases and sales)

10
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A General Journal
A General Ledger
Perpetual Inventory Records
Accounts Receivable Ledger
Payroll Records
The company’s accounting procedures and its internal control are
as follows:
Cash

Practically all the cash received is for payments on accounts re
ceivable and are received by mail. No one person has control over
incoming receipts, as they are received at th e Post Office by either
the two officers or the bookkeepers. The company deposits daily its
cash receipts in either the local bank or a bank in a nearby city at
which the company has an open line of credit of $500,000. The bank
accounts are reconciled by the general ledger bookkeeper and consist
of the general bank account and a payroll bank account.
All cash disbursements, with the exception of petty cash items, are
made by check, drawn by the general ledger bookkeeper and signed
by either of the officer-stockholders. When checks are issued in pay
ment of invoices, the general ledger bookkeeper stamps the invoice
“paid” and enters the date and check number thereon and these in
voices are presented to the officers at the time of their signing the
check. The officers do not always examine the supporting papers to
the check but they are available for examination at any time.
Invoices are checked by the general ledger bookkeeper for price,
extensions, receipt of goods, etc., before the issuance of checks.
There is a small petty cash fund of $25.00 out of which minor
payments are made and which is operated on the imprest basis.
Securities

It is noted from the balance sheet that the company owns a con
siderable amount of securities. These securities are in a lock box in
the city bank which can be entered by either of the two officerstockholders.
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Any notes which the company may have are kept m its safe at the
company’s office and are in control of the general ledger bookkeeper.
Accounts Receivable

As stated above, the assistant to the bookkeeper maintains ac
counts receivable. Customers’ invoices are prepared by either of the
two office workers. The invoices are not pre-numbered. Upon receipt
of an order from a customer, which is usually for a carload lot, with
an occasional truck load, the lumber is loaded onto the car or truck
by the warehousemen who make tallies of the amounts loaded, which
tallies are turned into the office. These are extended to obtain the
total quantities shipped and the invoice is prepared therefrom.
Monthly statements are mailed to all customers—about fifty in
number.
Inventory

Perpetual inventory records are maintained for raw material and
finished flooring on hand. These records are kept by the assistant
bookkeeper. Purchases of lumber are made exclusively by either of
the oflficer-stockholders. When the lumber is received on the com
pany’s yard, quantities are checked by one of the lumber inspectors
who turns in lumber tallies to the office, which checks them to the
vendor’s invoices. If no error exists in the quantities billed by the
vendor, checks are immediately issued in payment. No purchase or
ders are issued.
The company’s raw lumber inventory is kept in stacks of approxi
mately 25,000 board feet per stack, and as the lumber is received on
the yard the number of board feet in each stack is marked thereon.
As the lumber is to be used, it is taken from the stack and loaded on
yard truck cars and run through the dry kiln. This process requires
from 8 to 10 days. All lumber on hand, even though in the dry kiln,
is considered raw material and is not charged into work in process
until the cars are pulled from the dry kiln.
Daily production reports of manufactured fl ooring are made. These
reports serve as a basis for the charges to the perpetual inventory.

12
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Fixe d Assets

The company does not maintain a plant ledger for fixed assets but
does keep a more or less itemized depreciation schedule which shows
the larger items in detail and the year of purchase. The smaller items
are grouped in the same manner.
The bookkeeper is a very good accountant and consistently capital
izes such items as are proper.
Due to the fact that the company issues a check for lumber pur
chases immediately upon receipt of the lumber, it never has any ac
counts payable except for small amounts for mill and other supplies.
Any notes for borrowed money are signed by either of the officerstockholders.
Payrolls are prepared weekly for mill personnel from clock cards
turned in to the office by the mill superintendent. The payrolls are
figured by the two office employees and payroll, earnings record, and
checks are prepared at one operation. The net amount of the payroll
is transferred from the general bank account to the payroll bank ac
count weekly. All payroll checks are signed by one of the officerstockholders. Checks are usually distributed by one of the officerstockholders or by the bookkeeper. Salaries of all other employees
are paid monthly by checks drawn on the general account.
The company owns 100% of the stock in Putnam Realty Com
pany, which company does logging and sawmill operations and
furnishes its entire output of lumber to the Lumber Company at the
prevailing market prices on the date of sale.
The accounting records and procedures of the Putnam Realty
Company are almost identical to those of the Lumber Company and
are kept by the office force of the Lumber Company. Payrolls for the
Realty Company are sent in weekly by the superintendent of the log
ging and sawmill operations on time books which he maintains and
the procedure from then on is exactly the same as that of the Lumber
Company.
The company desires an opinion report and tax service for both
companies but does not want a consolidated report.

FINANCIAL STATEMENTS

Putnam Lumber Company, Inc.
Putnam Realty Company, Inc.

Putnam Lumber Company, Inc. (A Tennessee Corporation)
Johnstown, Tennessee

COMPARATIVE STATEMENT OF OPERATIONS
Years Ended June 30, 1955, and 1954

Year Ended June 30
1954
1955
Sales— Net

$1,339,028.28

3,091,916.42

260,543.86
940,308.02

529,958.88
1,653,384.12

134,795.70
12,499.96
6,183.32
698.06
8,567.26
17,512.88
617.80
544.22
33,485.88
3,345.84
1,290.44
5,294.50
1,425,687.74
364,072.60

248,049.32
12,000.00
27,805.72
2,344.72
6,082.92
80,704.58
832.70
462.26
31,648.62
5,270.78
3,078.74
16,718.36
2,618,341.72
260,543.86

1,061,615.14

2,357,797.86

277,413.14

734,118.56

Cost of Goods Sold

Inventory—Beginning
Purchases
Manufacturing:
Labor
Superintendence
Supplies
Freight
Lights and Power
Repairs
Oil
Water
Depreciation
Repairs and Fuel (Lumber Lift)
Miscellaneous
Seals and Strapping
L ess —Inventory—Ending
C o st

of

G oods S old

Gross Profit
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Comparative Statement of Operations (Continued)

1955
Forward
277,413.14
Selling, General and Administrative Expenses
Off icers' Salaries
44,800.00
Office Salaries
15,000.00
Insurance
9,308.46
Compensation Insurance
3,372.50
Auto Repairs
927.42
4,303.78
Dues and Subscriptions
1,221.20
Gasoline
36,467.80
Inspection
Postage
250.80
654.18
Supplies
9,384.96
Payroll Taxes
6,407.58
General Taxes
2,583.98
Legal and Professional
2,067.48
Telephone and Telegraph
2,009.02
Depreciation
8,457.94
Traveling
—
Exchange
1,095.50
Miscellaneous
Total Selling, General and
148,312.60
A dministrative Expenses

186,256.46

$129,100.54

547,862.10

15,008.08
432.80
18,427.04
21.30
800.92
250.00
670.40
35,610.54
164,711.08

29,178.78
583.14
13,649.94
37.90
1,000.00
263.34

Net Operating Profit
Other Income

Discounts Earned
Rents
Dividends Received
Sales Tax Compensation
Gain on Sale of Fixed Assets
Interest
Coca Cola Machine
Total Other Income
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1954
734,118.56
48,000.00
15,200.00
8,580.18
4,181.12
280.52
8,564.46
1,755.34
45,363.52
169.16
1,220.90
13,380.78
19,676.98
3,411.40
2,267.00
2,066.30
9,848.02
33.50
2,257.28

—

44,713.10
592,575.20

Comparative Statement of Operations (Continued)

1955
Forward

1954

164,711.08

592,575.20

26,307.18
—
39,672.66
679.02
2.290.00
68,948.86

59,584.80
416.68
740.00
679.02
550.00
61,970.50

Profit before Federal Income Tax

95,762.22

530,604.70

Provision for Federal Income Tax

44,296.35

241,868.88

$ 51,465.87

288,735.82

Other Deductions

Discounts Allowed
Life Insurance (Net)
Bad Debts
Depreciation—Rental Property
Donations
T ota l O t h e r D e d u c t io n s

Net Profit for Year

STATEMENT OF SURPLUS
Years Ended June 30, 1955, and 1954
1955
Balance, Beginning of Period

Net Profit for Year
L ess — 1952-53

Additional Income Taxes

Surplus, End of Period
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1954

$1,530,216.30
51,465.87
1,581,682.17
6,477.44

1,241,480.48
288,735.82
1,530,216.30
—

$1,575,204.73

1,530,216.30

PUTNAM LUMBER COMPANY, INC.
Johnstown,

COMPARATIVE
June 30,
1955

ASSETS
Current Assets

Cash
$ 509,471.54
408,448.00
Temporary Investment—Stocks
85,151.88
Accounts Receivable—Customers
156.18
Accounts Receivable—Employees
—
Accounts Receivable—Other
10,000.00
Notes Receivable
513.34
Interest Receivable
Inventories (At Lower of Cost or Market) 364,072.60
Total Current A ssets
1,377,813.54

1954
692,061.86
408,448.00
161,273.84
1,827.96
59,972.56
10,000.00
263.34
260,543.86
1,594,391.42

Other Assets

Accounts Receivable—Officers
Accounts Receivable—Putnam Realty
Company
Investments—Putnam Realty Company
Real Estate (Not Used in Business)
Deposits
Coca Cola Box
Total Other A ssets

25,398.74

29,498.74

52,759.58
35,405.40
83,037.98
1,800.00
—
198,401.70

—
35,405.40
83,037.98
1,800.00
240.40
149,982.52

8,027.20
212,471.60
34,396.12
245,209.84
6,269.44
1,747.02
20,422.30
8,086.22
13,580.20
550,209.94
244,317.12
305,892.82

8,027.20
212,471.60
37,468.86
245,209.84
6,269.44
1,747.02
20,422.30
7,476.22
13,580.20
552,672.68
213,516.86
339,155.82

354.78
4,681.46
5,036.24
$1,887,144.30

55.50
5,106.12
5,161.62
2,088,691.38

Fixed Assets (at cost)

Land
Buildings
Automobiles and Trucks
Machinery and Equipment
Sprinkler System
Spur Track
Yard Tracks
Office Equipment
Binkley House
Total
L e s s —Reserve for Depreciation
N et Value Fixed A ssets
Deferred Charges

Prepaid Taxes and Licences
Unexpired Insurance
Total D eferred Charges
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(A TENNESSEE CORPORATION)
Tennessee

BALANCE SHEET
1955, and 1954

1955

LIABILITIES AND CAPITAL
Current Liabilities

Accounts Payable
Accrued Taxes
Provision for Federal Income Tax
T ota l C u r r e n t L ia b ilit ie s

$

1954

8,380.60
8,007.94
44,296.35

6,116.93
12,786.55
241,868.88

60,684.89

260,772.36

Other Liabilities

46,448.04

Accounts Payable—Officers

Capital

Capital Stock
Common
Surplus—Paid In
Surplus—Earned
T otal C a pit a l
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200,000.00

200,000.00

51,254.68
1,575,204.73

51,254.68
1,530,216.30

1,826,459.41

1,781,470.98

$1,887,144.30

2,088,691.38

Putnam Realty Company (A Tennessee Corporation)
Johnstown, Tennessee

COMPARATIVE STATEMENT OF OPERATIONS
Years Ended June 30, 1955, and 1954

Year Ended June 30

Sales

1955

1954

$192,072.24

149,374.14

50,814.66
37,160.68

4,843.40
25,285.30

8,200.00
93,803.34
—
12,443.04
374.00
5,786.34
11,161.38
239.40
219,982.84
16,749.22

9,200.00
71,528.64
311.56
12,710.24
94.08
7,784.14
10,362.18
27.78
142,147.32
50,814.66

203,233.62

91,332.66

(11,161.38)

58,041.48

Cost of Sales

Inventory, Beginning of Period
Depletion of Standing Timber
Saw Mill Expenses:
Supervision
Labor
Freight
Automobile and Truck Expense
Travel Expense
Repairs
Depreciation
Sundry
L ess—Inventory, End of Period
Cost of Sales
Gross Profit (Loss)
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Comparative Statement of Operations (Continued)

1954

1955
Forw ard

(11,161.38)

58,041.48

5,000.00
300.00
6,835.64
1,151.68
530.16
—
7.84
—
721.10

10,000.00
300.00
6,696.36
490.98
827.32
75.44
117.06
113.00
8,698.70

14,546.42

27,318.86

(25,707.80)

30,722.62

General and Administrative Expenses
Officers’ Salaries
State B on d
T axes
Insurance
L egal and P rofessional
Office Supplies
R epairs
T raveling
Sundry
T otal G e n e r a l

and

A d m in ist r a t iv e E x p e n s e s

Other income
Interest
D iscoun ts T aken
R en t
G ain on Sale o f F ix ed A ssets
T otal O t h e r I n c o m e

357.92
11.18
8,000.00
—

281.98
40.86
7,842.58
6,845.96

8,369.10
(17,338.70)

15,011.38
45,734.00

291.36
13,300.12
1,678.74
15,270.22

7.42
—
2,967.98
2,975.40

Other Deductions
D iscoun ts A llow ed
Farm E xp en se
Interest
T otal O t h e r D e d u c t io n s

(32,608.92)

Profit Before Federal Taxes
Provision for Federal Income Taxes

—
(32,608.92)

Net Profit for Year
21

42,758.60
16,369.80
26,388.80

PUTNAM REALTY COMPANY, INC
Johnstown,

COMPARATIVE
June 30,

ASSETS

1955

1954

Current Assets

Cash
Notes Receivable
Accrued Interest Receivable
Inventory—Lumber (At Cost)

$ 16,027.02
14,270.00
489.90
16,749.22
47,536.14

T o ta l C u r r e n t A sse t s

31,186.96
10,270.00
251.98
50,814.66
92,523.60

Other Assets

Deposits
Farm (Not Used in Business)

20.00
21,013.78

T ota l O th e r A sse t s

173.96
—

21,033.78

173.96

59,065.42

57,565.42
4,125.50
4,615.00
54,663.40
27,016.14
147,985.46
39,561.30

Fixed Assets

Land
Buildings
Automobiles and Trucks
Logging Equipment
Machinery and Equipment
L e ss —Reserve

—

5,099.50
54,663.40
35,524.96
154,353.28
49,575.18

for Depreciation

104,778.10
23,386.48
128,164.58

Timber Rights (Less Depletion)
T ota l F ix e d A sse t s

108,424.16
60,547.16
168,971.32

Deferred Charges

Prepaid Taxes
Unexpired Insurance
T otal D e f e r r e d C harges

22

87.24
330.52

68.36
254.72
323.08

417.76

$197,057.58

262,086.64

(A TENNESSEE CORPORATION)
Tennessee

BALANCE SHEET
7955. and 7954

1955

LIABILITIES AND CAPITAL

1954

Current Liabilities

6,250.00
2,585.70
330.14
2,257.66
—

42,500.00
12,208.50
1,296.24
2,490.56
16,369.80

11,423.50

74,865.10

Accounts Payable—Putnam Lumber
Company
Notes Payable

52,759.58
—

21,250.00

T ota l O th e r L ia b ilit ie s

52,759.58

21,250.00

4,000.00
270.00

4,000.00
270.00

4,270.00

4,270.00

29,800.00

29,800.00

16,898.58
81,905.92

16,898.58
115,002.96

128,604.50

161,701.54

$197,057.58

262,086.64

$

Notes Payable
Accrued Payroll
Accrued Interest
Accrued Taxes
Provision for Federal Taxes
T ota l C u r r e n t L ia bilities

Other Liabilities

Deferred Income

Rent Collected in Advance
Interest Collected in Advance
T otal D e f e r r e d I n c o m e

Capital

Capital Stock—CommonIssued and Outstanding
Surplus—Arising from Revaluation
of Standing Timber
Earned Surplus
T otal C apita l

23
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"A "

The development of conclusions with respect to the appropriate ex
tent of the audit sample is complicated by the fact that the extent of
the sample depends upon the degree of reliance which the auditor can
place on the effectiveness of the client company’s system of internal
accounting control, which effectiveness itself can only be measured by
means of sampling techniques. Therefore, it appears that the develop
ment of criteria with respect to the adequacy of audit samples must
be considered from the point of view of the extent of sampling re
quired to (1) appraise the effectiveness of the company’s internal ac
counting control and (2) form an opinion with respect to the indi
vidual accounts being maintained under specific conditions of internal
accounting control.
Effectiveness of Infernal Control

Because the effectiveness of a company’s system of internal account
ing control does not remain constant, due to changes in personnel,
fluctuations in volume of business, etc., the auditor cannot rely com
pletely upon his knowledge from previous examinations, although
the extent of his tests in this respect can be limited to some degree on
the basis of his former experience with the company. In the case
study, if this were the first examination of the accounts of the com
panies, a minimum test of at least three months’ detail cash transac
tions would be required. However, assuming the auditor has per
formed previous examinations and has determined that he can place a
considerable degree of reliance on the system of internal accounting
control, a minimum test of one month’s transactions might be satis
factory, with an extension of the tests if the controls do not appear to
be operating as effectively as in prior years.
The extent of the sampling required to ascertain the effectiveness
of existing controls depends upon the reliance which the auditor
places on the adequacy of the controls themselves from his previous
familiarity with th e company’s procedures. For instance, if estab
lished controls over cash receipts and accounts receivable are weak.
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as in the case study, the auditor may desire to test as many as 15
days’ authenticated deposit slips to the cash and receivables records
to ascertain that the existing minimum aspects of control are operating
effectively. If the bookkeeper has been found previously to be com
pletely familiar with the proper accounting treatment to be accorded
capital and expense items, the extent of the test of property additions
and repair expense items may be limited to a few major items as a test
of the effectiveness of existing controls.
St a t ement and Classification of Individual A c c ounts

Regardless of the degree of effectiveness of the company’s system
of internal accounting control, certain minimum audit procedures
which utilize sampling techniques must be applied to determine that
particular accounts are stated properly. For instance, cash balances
require confirmation, a number of accounts receivable require cir
cularization, a portion of inventories must be observed and pricetested, certain additions and retirements to the property accounts
must be investigated to determine the propriety of accounting treat
ment accorded these items, and so on.
The extent of the test of specific accounts is not only dependent
upon the degree of internal accounting control with respect to the
particular account, but also upon the importance of the account rela
tive to other accounts. For instance, as in the case study, property
accounting controls may be satisfactory and operating effectively, but
the account is of such importance to the statements as a whole that
the extent of the examination of transactions in the account may ex
ceed the extent of the examination of the support for transactions in
the unexpired insurance account, where controls may be weak, but
which is insignificant in amount compared to the property account.
Method of Sampling

Whether the test-checking is used to ascertain the effectiveness of
existing internal accounting controls or to form an opinion regarding
the proper statement and classification of an individual account, the
accountant uses judgment to determine whether to select (1) a ran

Accountant "A"
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dom sample (individual items selected at random), (2) a spot sam
ple (a series of items from a specific sequence or period), or (3)
specific items as to nature or amount. For instance, in testing to detect
the possibility of lapping, the auditor would probably select a spot
sample or several spot samples of deposit slips to be authenticated
and agreed to the records as the most effective method of determining
whether there is evidence of fraud. However, to ascertain that major
repair expenses are properly noncapital items, he may desire to select
a sample of material items. The type of sample and the number of
items selected are based upon th e auditor’s judgment, and depend
upon (1) the purpose of the test and (2) the composition of the ac
count with respect to the volume of transactions, the amount of in
dividual transactions, and the total amount involved as compared to
other accounts.

Sa m p l in g

100%

All transactions for the one
month selected at random,
with minor exceptions noted

2. Select an interim month, and comprehensively examine cash
transactions for the period.

of cash on hand.

Minutes of all meetings.

1. Count petty cash fund and any cash on hand.
(a) Reconcile undeposited receipts with entries in cash
receipts journal and deposits.

C a sh

2. Submit a memorandum to the company on the deficiencies
of internal accounting control.

of

N ecessary

E xtent

LUMBER COMPANY, INC.
REALTY COMPANY, INC.

PROGRAM

1. Review the minutes of the meetings of the board of directors.

General

A udit P rocedure

PUTNAM
PUTNAM

AUDI T

To determine that cash bal
ances as stated are actually
on deposit. To ascertain

To see whether there is evi
dence of possible irregulari
ties in the handling of cash.

To discover management
decisions pertaining to ac
counting matters.

Com m ents
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beginning and ending reconciliation prepared
bookkeeper.
Trace bank balances to bank statements.
Foot outstanding checks.
Check other reconciling items.
Trace book balances to general ledger.

(b) Test disbursements.
(1) Compare all checks which cleared through the
bank during the month with cash journal for
the month or the list of outstanding checks at
the end of the prior month.

(a) Obtain
by the
(1)
(2)
(3)
(4)

below. If the cash records or
supporting papers are main
tained inadequately, and it
is discovered that invoices
are not being checked prop
erly for prices, extensions,
receipt of goods, etc., the
test should be extended to
include the transactions of
several months.

that internal control sur
rounding the handling of
cash transactions is ade
quate to provide reasonable
assurance against the per
petration and concealment
of irregularities.

Accountant "A"
31

P rocedure

(2) Run tape of checks and reconcile to disburse
ments per bank statement, as computed by ref
erence to the beginning and ending balance on
the bank statement and deposits.
(3) Examine check perforations.
(4) Test endorsements on checks.
(5) Foot and crosscast all columns of the cash dis
bursements and purchases journals.
(6) Check all postings from the cash disburse
ments and purchases journals to th e general
ledger.
(c) Test receipts.
(1) Check deposits from cash receipts journal to
bank statement.
(2) Foot and crosscast all columns of the cash
receipts journal.
(3) Check all postings from cash receipts journal
to general ledger.

Cash ( C o nt'd)

A udit

of

S a m p l in g

N ecessary

E xtent

Co m m en ts

Extent of Audit Samples

(e) Follow-up.
(1) Obtain bank statement and paid checks which
cleared through the bank for th e period of at
least 10 days following the ending reconcilia
tion date.
(2) Trace checks dated prior to the reconciliation
date to the cash disbursements journal and to
the list of outstanding checks.
(3) Trace large checks dated subsequent to the
reconciliation date to the cash disbursements
journal, inspecting first bank stamp to deter
mine that checks were not actually issued

(d) Account for transfers to the payroll account and other
interbank and intercompany transfers.

(4) Recompute cash discounts taken for 5% of
transactions, and review monthly discounts in
relation to monthly cash collections.
(5) Have 15 consecutive days’ deposit slips authen
ticated by the bank. Trace the individual
items shown on deposit slips to the cash re
ceipts journal and to customers ledger cards.

Accountant "A"
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(f)

prior to the reconciliation date.
(4) Observe that there is no delay in clearing
checks drawn at or near the end of the period
to ascertain that the cash disbursements jour
nal was not held open.

P rocedur e

General.
(1) Confirm bank balances as of the date of the
ending reconciliation.
(2) Inspect invoices, purchased lumber tallies, and
other underlying documents supporting select
ed cash disbursements as to:

C ash ( C o nt’d)

A udit

of

S a m p l in g

Selected cash disbursements
should include a variety of
transactions affecting all ac
counts normally used during
the month. The amount of
the individual items tested
is not significant. It is as
sumed that the examination
of invoices will include
approximately 90% of the

N ecessary

E xtent

Because of the limited num
ber of the company’s per
sonnel, normal aspects of
internal accounting control
are not practicable. This
test should provide a rea
sonable basis for disclosing
possible significant irregu
larities.

Co m m en t s
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3. Select one payroll period for the weekly mill payroll and
monthly salary payroll and:
(a) Prove arithmetical accuracy of payroll sheets.
(b) Trace payroll account distributions through to the gen
eral ledger.

(3) Examine the data supporting several petty cash
reimbursements for auth enticity, propriety,
and reasonableness.

Reasonableness of accounting distribution.
Evidence of receipt of goods or services.
Approval of price and terms.
Check of arithmetical accuracy.
Agreement of name of vendor per invoice
with payee per check.
f. Ascertain that cash discounts were taken
when allowed.
g. Test purchase prices to trade journals and
other published market quotations.

a.
b.
c.
d.
e.

company’s normal monthly
transactions.

Accountant "A"
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Cash

P rocedure

S a m p l in g

N ecessary

of

Co m m en t s

(c) Test payroll data in detail for 15 employees (including 30% of all company per A random sample of this
sonnel for one pay period. sort should disclose any
1 office worker, 1 warehouseman, and 1 inspector).
(1) Trace hours to the time cards of mill employees
weaknesses in the compu
or to the time books of logging and saw mill
tation of the various types
of payroll.
department personnel.
(2) Check rates of pay with personnel record cards,
labor union contract, or directly with one of
ht e officers.
(3) Examine authorizations for deductions.
(4) Check calculations of earnings and deductions.
(5) Trace earnings to individual record of earnings.
(6) Trace net earnings from payroll journal to paid
checks, and compare endorsements to W-4
statements.
(7) Observe and control a pay-off.
(d) Reconcile the payroll bank account for one interim The comparison of payroll All transactions are of a
month. (Follow procedures in step 2 above, where checks to the payroll journal similar nature.
applicable.)
should be limited to ap-

(C ont'd)

A udit

E xtent

36
Extent of Audit Sample
s

4. Proof of year-end balances.
(a) Obtain copies of year-end reconciliations prepared by
the company, and prove clerical accuracy thereof.
(b) Confirm bank balances.
(c) Check reconciliation balances with bank statement,
cashbook, and general ledger.
(d) Obtain directly from the bank statements and paid
checks which cleared through the bank for at least the
first 10 days following the year end.
(e) Trace checks dated on or before the year end to the
cash disbursements book and list of outstanding checks.
(f) Determine whether the cashbook appears to have been
held open.
(g) Examine invoices in support of larger checks still out
standing.

proximately 20% of payroll
checks. The test of endorse
ment should be made with
reference to employees’ W4 statements signed by em
ployees and should be lim
ited to 10% of employees.
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1. Obtain a copy of the trial balance of accounts receivable.

8

Accounts Receivable—Customers

E xtent of Sa m plin g
N ecessary

8

3. Account for all changes during year by reference to brokers’
advices, etc.

1. Count securities and relate income therefrom to the appli
cable income accounts.
2. Determine the market value of securities at the year end, and
agree dividend income to published dividend records.

Temporary Investments

(h) Ascertain that intercompany and interbank transfers for
at least a week before and after the year end were re
corded in the proper period.
(i) Review cash transactions up to and subsequent to the
balance sheet date, and investigate unusual or material
transactions.

Cash (Cont'd)

A udit P rocedure

To account for physical evi
dence of ownership.
To ascertain th at the basis
of valuation of investments
is in accordance with gen
erally accepted principles.

C o m m en ts
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8

Although the composition
of accounts receivable is not
known, circularization of at
least 30% of th e total num
ber of accounts and 60%
of the total dollar value of
accounts receivable would
be necessary.

Because of the small num
ber of total accounts, it
would be feasible to cir
cularize 100% of accounts
receivable. However, the
minimum sample selected
would be adequate to deter
mine that the accounts are
bona fide. Total accounts
receivable represent only
6% of current total assets.

5. Analyze the accounts receivable control account in the gen
eral ledger for one month, reconciling charges and credits
to contra accounts.
(a) Examine at least 20% of the sales invoices issued dur 20% of invoices for one Company’s invoicing pro
ing the month.
cedures are weak and th ere
month.
apparently is no internal
check of billings.

2. Foot and agree total to general ledger.
3. Trace balances of all accounts from the trial balance to the
detail ledger.
4. Confirm by positive circularization requests, with open item
statements attached, at least 15 customers accounts (30%),
to include at least 60% of the total amount of the accounts
receivable outstanding. Select specifically the larger account
balances outstanding and certain of the smaller accounts at
random.

Accountant "A"

P rocedure

6. Secure from the company an age analysis of accounts re
ceivable.
(a) Test at least 10 accounts (20%) for the accuracy of the

(1) Test pricing and arithmetical accuracy.
(2) Trace charges to accounts receivable as to date
and amount.
(3) Examine loading tallies in support of shipments,
and test arithmetical accuracy of tallies.
(b) Foot sales journal for the month selected for detail re
view. Trace totals of all columns to general ledger.
(c) If practicable, relate feet of lumber and flooring sold to
relief of the perpetual inventory record.

Accounts R eceivable— C ustomers (C ont'd)

A udit

of

S a m p l in g

If this step can be per
formed only by tracing in
dividual shipments from
the perpetual inventory rec
ord to sales invoices, the
step should, nevertheless, be
performed for 100% of one
month’s shipments.

N ecessary

E xtent

The large sample is neces
sary to ascertain that all
shipments are being billed
because the company does
not control shipping tallies
or sales invoices by numer
ical sequence.

Co m m en ts
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7. Test the company’s sales cutoff by selecting the sales in
voices for a five-day period immediately preceding and
subsequent to the year end.

aging and determine the adequacy of the company’s
estimate of uncollectible accounts receivable, if any.
(b) Review ledger record and correspondence relating to
collection efforts with respect to accounts receivable
charged off. Ascertain that the officers have approved
charge-offs of bad debts. Confirm larger unusual
charge-offs.
accounts

If this test is performed at
an interim date for reliance
upon the company’s con
trol of sales cutoff at the
year end, a random sample
of invoices, without regard
to the amount of the indi
vidual transaction, should
be selected for test. If th e
test is performed at the
year end, all larger and se
lected smaller transactions
should be investigated in
order to ascertain that a
significant amount of in-

Investigate
all
charged off.

To ascertain that revenues
and costs charged against
revenues are accounted for
in the proper period.

To reveal possible evidence
of fictitious write-off of bad
debts.

Accountant "A"

Receivable— Customers

(C ont'd)

P r ocedure

2. Agree the total of the detail ledger with the general ledger
control at the year end.

1. Review the transactions in the general ledger for the year
and investigate large or unusual items.

Accounts Receivable — Employees

8. Obtain representations from the officers with respect to the
authenticity of accounts and notes receivable.

(a) Agree the dates that the sales were recorded and the
quantities sold with bills of lading and loading tallies.
(b) Trace posting of invoices tested to accounts receivable
ledger cards as to date and amount.
(c) Trace shipments to relief of perpetual inventory records.

Accounts

A udit

of

come was recorded
proper period.

in the

S a m p l in g

N ecessary

E xtent

The insignificance of this
asset compared to the other
assets makes confirmation
unnecessary.

Co m m e n t s
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Recei vable

(a) Analyze each inventory control account for one month,
tracing major transactions to the original source docu-

1. Review the company’s cost accounting procedures and its
method of maintaining perpetual inventory records and of
determining the cost of lumber, work-in-process, and fin
ished flooring inventories. (See also statement of operations,
step 1.)

lnventories

4. Relate interest earned to the income, deferred income, and
accrued interest receivable accounts.

3. Analyze note transactions in the general ledger and trace
proceeds to the cash receipts book.

2. Confirm notes receivable.

1. Inspect notes receivable and review credit reports for appli
cable customers.

Notes Receivable and Interest

Select one month at random.

All larger transactions and
selected others throughout
the year.

100%

100%

notes

are

To determine the degree of
reliance that can be placed
upon the company’s cost
accounting procedures for
providing adequate data for
the valuation of inventories.

To determine that income
is recorded in the proper
period.

To reveal possible evidence
of irregularity with respect
to collection of notes.

To determine
bona fide.

To determine reasonable
ness of amount provided for
uncollectible accounts.

Accountant "A"
43

A udit

P rocedure

(a) If it is not practicable to observe the lumber in the dry
kiln, examine the company’s book records with respect

2. Observe the taking of physical inventories of flooring and
lumber. Test count and record a number of stacks of lum
ber and finished flooring, the extent of the test to depend up
on the familiarity and ability of employees with the taking of
the inventory.

ments, such as daily production reports. Test the post
ing of transfers of materials to perpetual inventory de
tail records to the extent necessary to determine that
the procedures are adequate and are being executed
properly.
(b) If practicable, compare the quantity of lumber relieved
from raw material inventory with the quantity of floor
ing produced, and determine that the yield loss appears
to be reasonable.

Inventories (Cont'd)

of

S a m p l in g

Observe the counting of at
least 75% of the total value
of inventory and test count
from 5% to 20% of the
total quantity.

N ecessary

E xtent

To determine that the com
pany has taken reasonable
care in the determination of
physical quantities. To as
certain that amounts shown
as inventories are represent
ed by physical goods.

Co m m en ts
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5. Test the clerical accuracy of the compilation of the physical
inventory and agree total to the general ledger.

(b) Agree unit prices of work-in-process and finished goods
inventory to the cost records. (See also step 1 above.)
(c) Ascertain that current replacement cost of inventories is
equal to or in excess of the company’s costs.
(d) Ascertain that current selling prices exceed finished
goods values.

4. Test the valuation of inventories.
(a) Agree raw material prices to invoices.

3. Trace the recorded test counts to the adjusted perpetual in
ventory records and to the company’s final inventory sum
mary, and investigate significant overages or shortages.

to these items and ascertain that the quantity recorded
as in the kiln at the year end appears to be reasonable.

Scan footings and exten
sions on all pages of the in
ventory compilation.

Ditto.

Ditto.

Larger quantities of more
costly items and selected
other items from various
sections of the inventory.

A rough test of calculations
will disclose any significant
arithmetical errors.

To ascertain that prices are
fairly determined in accord
ance with accepted ac
counting principles, and to
detect significant errors in
valuation.

Accountant "A“
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P rocedure

1. Analyze the control account and the general ledger in detail
for a period of at least one month , examining supporting sales
invoices, receipts for advances, etc., and trace cash receipts
to cash receipts record. Investigate large or unusual transac
tions in the remaining months.

A cc ounts Receivable— O fficers

7. Secure written representation from officers with respect to
inventory principles and procedures.

(a) Trace purchases of raw materials to the perpetual inven
tory records to ascertain that the material was taken
into account during the proper period.

6. Test the purchases cutoff as of th e physical inventory date,
by reference to larger vendors invoices and receiving records
during the five-day period immediately preceding and subse
quent to the year end.

Inventorles (C o nt’d )

A udit

OF Sa m p l i ng

All transactions for one
month and large or unus
ual transactions in other
months.

Larger purchases.

N ec e ssa r y

E xtent

To determine the nature of
officer - company
transac
tions and to detect possible
unusual or irregular trans
actions in view of the close
financial relationship of the
officers to the company.

To determine that there are
no material misstatements
of inventory and income as
a result of an inadequate
cutoff.

Com m ents
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100%

To ascertain that the ac
counts are bona fide.

(Not Used in Business)

(Not Use d in Business)

1. If this is the first examination, inspect recorded deeds and
title policies and visit the property. Follow this procedure
with respect to larger additions to real estate.

Farm

Real Estate

Accounts Receiv a ble-—Putnam
RealtyCompany, lnc.
1. Analyze th e control account and the general ledger in detail All transactions for one To determine usual nature
for a period of at least one month. Investigate large or un month and large or un of transactions and to de
usual transactions in th e remaining months.
usual transactions in other tect possible unusual or ir
regular transactions in view
months.
of close relationship be
tween the companies.
Investments—PutnamRealty
Company, Inc.
1. Examine stock of Putnam Realty Company, Inc.
2. Compare the book value of Putnam Realty Company, Inc.,
with the investment cost shown on the lumber company’s
books.

2. Confirm the balances with officers at the year end.
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Not Used in Business

(Cont'd)

Assets

fixed

Box

Cola

Com m ents

All deposits in excess of Although the item is insig
$50.
nificant when compared to
total assets, confirmation is
recommended because de
posits are susceptible to
misappropriation.

E xtent of Sa m plin g
N ecessary

1. Review transactions in the general ledger, examining in- Check larger items only.

To determine that property

1. Review account in the general ledger, investigating any un Investigate unusual transac Funds are susceptible to
usual transactions.
tions only.
fraud but the account is not
significant compared to re
lated accounts.

Coca

1. Confirm recorded deposits.

Deposits

2. Inquire into the reasons for the acquisition of the farm and
examine invoices supporting the purchase.
3. Compare description of property on tax receipts, insurance
policies, etc., with book records.

Real Estate and Farm

A udit P rocedure
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Charges

1. Examine major insurance policies and agree details to com
pany’s record of total premiums in the process of amortiza
tion.

Deferred

5. Relate gain or loss on sale of fixed assets to income account.

4. Test the arithmetical computations of the itemized deprecia
tion schedule and agree depreciation for the year to the in
come accounts. Test the computation of depletion and agree
amount to income account.

3. Ascertain that the accounting treatment accorded retirements
or sales of property is proper and trace proceeds of sales of
real estate, property, timber rights, etc., to the cash receipts
journal.

2. Trace larger additions to the itemized depreciation and de
pletion schedules.

voices and other data supporting larger purchases during the
year. (See real estate program for audit procedure with re
spect to land acquisitions.)

accounts are stated proper
ly. Since there are few
transactions in the accounts,
only significant items need
be examined in detail.
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Charges

(Cont'd)

insurance expense based

1. Confirm the amount, terms, and collateral to all significant
recorded notes payable.

Not es Payable

2. Generally review for reasonableness the company’s schedule
setting forth details of prepaid taxes and licenses. (See also
program with respect to accrued liabilities.)

(d) Ascertain that coverage is adequate for usual risks.

(c) Roughly test compensation
upon actual payrolls.

(b) Roughly test mathematical computation of periodic
charges to income and details of major unexpired
premiums.

(a) Examine larger invoices supporting insurance expendi
tures.

Deferred

A udit P rocedure

of

S a m p l in g

All significant notes.

General review unless unus
ual items observed.

N ecessary

E xtent

Confirmation is the only
satisfactory proof of th e na
ture and extent of the com
pany’s liability.

Minor items, such as li
censes, can be accepted on
the basis of a general re
view.

Com m ents
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Payable

3. Examine file of unentered invoices.

2. Make a search for unrecorded liabilities by examining in
voices and receiving records supporting July purchases and
disbursements.

1. Foot and agree detail record of accounts payable with the
general ledger control account. Examine invoices and re
ceiving records in support of larger items.

A ccounts

3. Examine canceled paid notes in support of recorded loan
payments as evidence of discharge of obligations.

2. Analyze and compare the interest account with the recorded
note transactions to ascertain that there are no unrecorded
notes on which interest has been paid.

Examine
$300.

invoices

over

Confirmation of accounts
payable would appear to be
unnecessary. The search for
unrecorded liabilities should
disclose
any unrecorded
items, and the examination
of checks in support of sub
sequent payments should
disclose the authenticity of
recorded items.
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(C ont 'd)

P rocedure

Taxes

(c) Review returns supporting year-end tax accruals and
examine canceled checks in payment thereof.

(b) Review computation of taxes by reference to payrolls,
sales, etc., and test arithmetical accuracy for at least
one payment of each type of tax.

(a) Examine tax bills, returns, and receipts in support of
50% of payments of each type of tax.

1. Analyze accrued tax and accrued interest accounts for the
entire year, agreeing total accruals to the relative charges to
income.

A c c rued Liabilities and Provision for Federal Income

5. Obtain written representation from the officers to the effect
that all liabilities have been recorded at the balance-sheet
date.

4. Examine checks in payment of accounts payable at the year
end.

A c counts Payable

A udit

of

S a m p l in g

N ecessary

E xtent

To ascertain that taxes are
being computed properly
and that th e liability at the
year end is accurate.

Com m ents
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Liabilities

Income

and Surplus

3. Consider the propriety of the company’s treatment of surplus

2. Agree the total shares of capital stock shown as outstanding
by the stock ledger with the shares indicated as outstanding
by the general ledger account and examine the stock certifi
cate book to account for all unissued certificates.

1. Analyze changes in capital and surplus accounts and agree
net profit or loss for the year and other items to related
accounts.

Capital Stock

1. Examine leases. Scan the control accounts in the general
ledger and agree clearings to rental income account. Trace
rents received for several months to the cash receipts book.
(See also notes receivable and interest receivable, step 4.)

Deferred

1. See program for (1) accounts receivable—Putnam Realty
Company, Inc., (2) notes payable, and (3) accounts re
ceivable—officers.

Other

2. Agree accrued payroll to payroll totals including proration
of split period.

General review for reason
ableness.

To determine that account
ing treatment is in accord
ance with lease agreement.
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and

Surplus

(C o nt'd)

3. Scan the accounts in the general ledger for reasonableness
and ascertain the reason for monthly fluctuations. Investi
gate the nature of charges to unfamiliar accounts, i.e., re
pairs and fuel (lumber lift), seals and strappings, dues and
subscriptions, farm expense, etc.

2. Compare income accounts with prior year and inquire into
unusual changes, i.e., repairs, supplies, seals and strapping,
dues and subscriptions, general taxes, etc.

1. Examine company’s monthly operating statements for an
over-all analysis of sales and revenues and costs and ex
penses.

Statement of Ope rations

arising from the revaluation of timber in the light of chapter
9(b) of A.I.A. Accounting Research Bulletin No. 43.

Capital Stock

A udit P rocedure

of

S a m p l in g

The auditor should be fa
miliar with the nature of
charges to all accounts on
the company’s book s.

Review for unusual transac
tions and business trends.

N ecessary

E xtent

It should not be necessary
to examine charges to mi
nor
accounts, such
as
freight, oil, water, automo
bile repairs, postage, etc., if

A general review will dis
close possible losses for
which provision should be
made, cost trends which
may affect inventory valua
tion, etc.

Co m m e n t s
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5. Select the following accounts for the examination of a selec
tion of invoices: Manufacturing supplies, purchases, inspec-

(a) Repairs and repairs and fuel (lumber lift): To detect
items which are properly chargeable to capital accounts.
(b) Legal and oth er professional: To determine possible lia
bility of the company in connection with lawsuits.
(c) Donations: To determine whether donations are de
ductible for federal income tax purposes.

4. Select the following accounts for the examination of invoices
of larger amounts.

The extent of the sample de
pends upon the composi-

Examine repair items in ex
cess of $300, legal and pro
fessional expense items over
$100, and all donations.

The principal purpose of
the review of these accounts

Since the reason for the test
is to bring to our attention
unusual items, the examina
tion of a block of invoices
or other random sample
would not determine wheth
er the proper accounting
treatment was accorded to
major items.

the auditor is familiar with
the nature of the expendi
tures from previous exami
nations.
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P roced ure

tion, travel, automobile expense, and farm expense.

Statement of Operations (C o nt'd)

Audit

of

S a m p l in g

tion of the accounts with re
spect to (1) volume of
transactions, (2) amounts
of individual and monthly
transactions, and (3) num
ber of vendors involved. If
there are a large number of
charges, similar in amount
from various vendors, and
the total amount is approxi
mately the same monthly,
select for test a block of in
voices at random from one
month’s business. If there
are a large number of charg
es with extreme variations
in amount from various ven
dors, and the total amount
varies monthly, select for

N ecessary

E xtent

is to determine the effective
ness of the established con
trols over payment and ac
counting distribution.

Co m m en t s
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Related balance-sheet account
Accounts receivable
Cash

Income account

Sales
Labor

7. The following accounts are tested in connection with the
review of related balance-sheet accounts:

6. Select the following accounts for the examination of invoices
affecting several months’ business: Light and power and
telephone and telegraph.
All invoices affecting
months’ business.

two

test the larger invoices and
selected smaller ones from
several months’ business
containing
the
greater
amount of charges.
It is assumed that the
monthly charges to these ac
counts will be few in num
ber and in approximately
equal amounts from one or
a few vendors. A sample
such as this will be sufficient
to indicate whether account
ing controls are operating
effectively.
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(C ont'd)

Bad debts
Provision for federal
income tax
Accrued liabilities.

Fixed assets
Notes receivable and interest
receivable
Accounts receivable

Cash
Fixed assets
Cash
Cash
Deferred charges
Deferred charges
Accrued liabilities
Accrued liabilities
Cash
Investments

P rocedure

Supervision
Depreciation
Officers’ salaries
Office salaries
Insurance
Compensation insurance
Payroll taxes
General taxes
Discounts earned
Dividends received
Gain on sale of fixed
assets
Interest

S tatement of Operations

A udit

of

S a m p l in g

N ecessary

E xtent
Co m m en t s
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"B"

It is believed that a program cannot indicate rigidly in advance the
extent of sampling to be used in verification of accounts. A review of
internal control procedures and the results of tests as they progress
will indicate what portion of the detail the test should encompass, but
any indicated percentage of sampling must be considered flexible un
til the auditor has satisfied himself as to the accuracy of the account
involved. It is doubtful that any valid generalizations can be drawn as
to the extent of such sampling. The following is presented as a tenta
tive program of extent of sampling of the principal accounts subject
to adjustment during the actual examination on th e basis of condi
tions found.
Cash

In his reconciliations of bank accounts, the auditor should prob
ably examine endorsements and bank perforations of all checksi re
turned with the bank statement received directly from the bank. If
the period covered by the statement is a short one or if the book
keeper does not examine these details in monthly bank account
reconciliations, this examination should be extended to paid checks
of one other month.
It is suggested that cash receipts and disbursements per the books
be reconciled to deposits and disbursements per the bank statements
for two month s of the year—the month preceding the auditor’s recon
ciliation and one other earlier in the year. For the same two months
receipts per the cash book should be checked to prompt deposits per
bank statements and the cash book should be footed, page totals
crossfooted, and monthly postings checked to the general ledger.
For the period from June 27 to approximately July 10 cash re
ceipts as recorded in the books should be traced to prompt deposits
per bank statements, and transfers between banks should be checked
to determine that these transfers are received and disbursed in the
same period.
S e c urities

Since securities constitute a material item in the balance sheet of the
Putnam Lumber Company, Inc., and since they are not under good
internal control, transactions during the year should be analyzed,
brokers* advices examined for all purchases and sales, and securities
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on hand at the year end examined or confirmed with the holder.
Income from securities should be checked in detail—interest by
computation and dividends by reference to one of the dividend serv
ices.
The balance sheet as presented does not show the market value of
temporary investments. This market value should be computed and, if
it differs materially from book value, indicated in the balance sheet.
Notes Receivable

Consideration should be given to confirmation of notes receivable.
The balance sheet does not indicate their nature. If the makers are
employees and the notes are being paid off through regular payroll
deductions, confirmation may not be necessary, but if the makers are
customers, 100% confirmation will probably be advisable.
A cc ounts Re ceivable

It is suggested that an aged trial balance of accounts receivable be
prepared by the client and checked in detail to the accounts receivable
ledger. Confirmation should be requested of all account receivable bal
ances at or near the year end because of the relatively small number
of customers. The negative form of confirmation request is recom
mended unless the auditor has a special reason for, or the client re
quests, use of the positive form.

Inventory
The description of the company’s procedures does not indicate that
perpetual inventory records are checked by physical counts. Assum
ing that the client checks perpetual inventory records, either com
pletely at a date near the year end or by test checks throughout the
year, the auditor may be able to satisfy himself as to physical quanti
ties by checking counts of items accounting for approximately 10% of
the money value of both raw material and finished flooring. This
check should be extended if perpetual records are found inaccurate; it
is probably inadvisable to reduce it to less than 10% even if early
tests indicate that perpetual records are accurate. It is also possible

A ccountant "B"

61

that lumber, the largest if not the only item of raw material, may be
so piled that a complete count can be made readily.
It should be pointed out that the checking of counts is only one step
in determining the accuracy of physical inventories; review of th e
company’s procedures for counting, and observation that prescribed
procedures are being followed are frequently more important in
determining this accuracy.
The measure of 10% can be applied also to (a) the check of in
ventory prices of raw materials to vendors’ invoices and to quoted
market prices, (b) the check of inventory prices of work in process
and finished flooring to production costs, (c) the check of the inven
tory listing to perpetual inventory records, and (d) extensions and
footings of the inventory listing. Summarization of the inventory
should be checked in detail to supporting sheets, and footed.
Fixed Assets and Reserves fo r Depreciation

Since additions to fixed assets are usually in relatively large unit
amounts, it will probably be practical to substantiate them in detail by
examination of invoices and other cost records. Invoices should be
examined for proper approval and for propriety of the accounting.
Removals of fixed assets will probably be few and, if material, can
be checked in detail to recorded cost and to client’s invoices for
amounts realized on disposition.
A test check of the computation of 10% of additions to reserve
for depreciation should be sufficient. Computation of charges to re
serve accounts for fixed assets removed, if material, should be checked
in detail.
Deferred Charges

Deferred charges are not material in amount. Unexpired insurance
will probably be verified by a complete examination of insurance
policies and computation of amounts unexpired at the year end.
Liabilities

Because of the weaknesses of internal control, consideration
should be given to requesting from all principal vendors confirmation
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of accounts payable at the year end. The extent of examination of
other liability accounts can probably be determined only after analyz
ing these accounts. It is doubtful that sampling will enter into the
verification of any of th em.
Capital Stock

No mention is made of a transfer agent or registrar so it will
probably be advisable to examine the stock certificate book in detail.
Transactions will be few, if any.
Income and Expense

An adequate program for the examination of sales cannot be de
veloped without further knowledge of the company’s procedures. The
following program may prove sufficient—examine one large sale in
each month of the year, tracing it to the customer’s order, checking
prices to current lists, proving extensions and additions, and tracing
the total of the invoice to the accounts receivable ledger.
Dividends received, a material item of Other Income will have been
verified as described under Securities above. Discounts allowed will be
test checked in the examination of cash disbursements described be
low. Verification of other items of Other Income will depend upon
analyses or scrutiny of the accounts.
Examination of cash disbursements for two months in the year is
suggested: checking payments to vendors’ invoices or other docu
ments; observing approvals, propriety of account, and that cash dis
counts are taken when allowed; and examining endorsed paid checks
for all disbursements.
Payrolls—The examination of a payroll for one period in the year
may be sufficient. This examination will be in detail rather than on a
test basis, since the number of employees is small and time saved by
testing would not be material.
Consideration should be given to pay-off by the auditor of one
payroll of the Realty Company. It is possible that employees may be
so few in number that they are known personally to the officer of the
parent company signing payroll checks, making a distribution by the
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auditor unnecessary. Since payroll checks of the parent company are
occasionally distributed by one of the officer-stockholders, the auditor
need not participate in a pay-off of the parent company payroll.
Testing generally will not enter into the examination of other profit
and loss accounts. Verification will probably rely heavily upon com
parison with accounts of the previous year and investigation of mate
rial differences in the two years.
Subsidiary

Since the subsidiary is wholly owned and its operations are mate
rial in relation to operations of the parent, consideration should be
given to preparation of consolidated financial statements as presenting
more accurately results of operations of the two companies.
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ACCOUNTANT

" C "

Because there are many unanswered questions which an auditor
would ask answers for and which would certainly affect my thinking as
to the amount of sampling necessary on merchandise, I shall not at
tempt to outline the extent of sampling that would be necessary in
observing the inventory. I would like to know how often physical in
ventories are taken and compared to the perpetual inventory records,
what disposition is made of culls, whether the company has a night
watchman present when the plant is closed, whether the plant is
closed at noon, and who has the keys to the plant.
The decline in sales in 1955 should certainly be discussed with the
officers/owners to determine if total decline is due to causes known
to them. As I understand it, builders are not using hardwood flooring
nearly as much as they have in former years, but rather are substitut
ing cheap flooring and then covering it with carpets from wall to wall.
Based on this thinking, I have assumed that the condition of the in
dustry as a whole was such in 1955 that it was normal for the Putnam
Realty Company to suffer an operating loss in 1955. If this is not the
case, or if some other explanation for the loss cannot be found, the
sampling, particularly in respect to inventory and operations, would
need to be expanded.
1 have also assumed that discrepancies in some of the relative
operating expenses of both companies can be accounted for.
Unless so indicated the sampling listed below applies to both
companies.
Balance Sheet
Temp or a ry Invest ments— S tock ( Lumbe r company only)

Due to the fact that this asset makes up a large percentage of the
total, no sampling should be attempted. All stocks should be exam
ined and scheduled in the normal manner.
A ccounts Receivable—Custo mers (Lumber company only )

Since there are only approximately 50 customers, no sampling of
this asset would be statistically sound. All receivables, except possibly
those with very small balances, should be confirmed.
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Note s Receivable
The information given in respect to notes receivable is inadequate
to determine if sampling is possible. However, unless there are a
large number of very small notes, they should all be verified.
Interest Re ce ivable

All calculations should be checked.
Inventories

Pricing and extensions of all major items should be checked, and
quantities should be checked back to the tally sheets. The listing,
pricing and extensions of some of the minor items should be testchecked. The size of this test-check should be determined by the use
of some statistical table such as Dodge-Roming table. (H. F. Dodge
and H. G. Roming, Sampling Inspection Tables— Single and Double
Sampling, New York, John Wiley & Sons Inc., 1944, 93pp). Accu
racy should be such that we would be sure 99 times out of 100 that
inventory calculations contain no more than 2 per cent errors. This
sampling should be expanded if th e physical count disagrees materially
from the perpetual inventory records or if the gross operating loss is
unexplained.
The Dodge-Roming set of tables includes several quality assur
ances, i.e., 99 out of 100. From these tables the size of th e sample
can be determined and the percentage errors in the universe can be
determined by the number of errors found in the sample. The DodgeRoming tables are merely suggested, as I am sure that there are oth er
statistical tables which could be used for this purpose. Our firm has
not been using such tables to determine the size of samples, but we
are considering adopting their use.
Reciprocal Receivable and Payable

The balances in these accounts should be checked.
Fixed A ssets

All changes in fixed assets should be checked.
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Prepaid ltems

All prepaid items should be checked.
Liabilities

All liabilities should be checked.

Generally, in the examination of assets and liabilities, it is not felt
that any sampling should be done if there are less th an 100 items in
volved or if there is a great chance of clerical errors. Sampling of a
universe of less than 100, or of a universe that would be as hetero
geneous as calculations of prepaid and accrued items, would not be
statistically sound nor would the time saved by sampling small uni
verses be worthwhile.
Operations

It seems th at the company has as much internal control as an audi
tor usually finds in a small manufacturing company. There is a con
siderable element of control in the fact that each officer/owner can
receive the mail, sign checks and that each has access to the safety
deposit box. Certainly, very little need be done on the testing of cash
receipts since practically all receipts are received through the mail
and consist undoubtedly of checks and money orders. Little sampling
is necessary on disbursements because the officers/owners have sup
porting invoices for each check signed. Also, the fact that the officers/
owners are active in the business is very important.
The fact that the bookkeeper is a “good accountant” and well paid
and that the plant is located in a small town probably minimizes the
usual investigation for misapplication of funds.
Since there is a relatively small payroll and since it is likely that
the officers/owners are personally acquainted with all employees, it
appears that there is very little possibility of the issuance and cashing
of payroll checks made out to fictitious employees.
It is therefore suggested that a check of one month’s operations
would be sufficient unless the test month reveals discrepancies that
suggest further work.
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"D ”

Balance Sheet A ccounts

All cash on hand would be counted, and that on deposit confirmed
by certifications obtained from banks.
All temporary investments would be inspected and notation made
of nominee if other than the company. Cost and market value of all
of these items would be determined.
All customer accounts receivable would be the subject of positive
request for confirmation. The accounts would be aged and details
would be balanced with th e control.
All notes receivable would be inspected and confirmation from the
maker would be requested. Also, the nature of the notes would be
determined, and their collectibility questioned. All interest receivable
would be computed and checked by computation if accrued on the
notes; if on securities, accrual from the last interest date would be
checked.
Inventories of lumber would be observed during count by the
company and the physical counts subject to a count as to one stack
at least for comparison with quantity shown for other stacks. The
quantity in the kiln should not exceed the capacity of the kiln. Cost
should be determined, and the inventory pricing should conform with
the company’s consistent practice, and be compared with average
market value by grade.
All accounts receivable from officers should be confirmed or other
wise acknowledged, and the amount due from the subsidiary should
correspond with the payable on that company’s books.
The capital stock evidencing the ownership of the subsidiary
should be inspected and should correspond with the liability for
shares shown by that company’s books.
Real estate not used in the business should be the subject of an
analysis and all deeds indicating title thereto should be inspected.
All deposits should be confirmed with the holders as to amount
and purpose.
All fixed assets should be the subject of analyses. Title of the prop
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erty should be inspected, and additions checked as being recorded at
cost. Accountability for retirement should be determined and deprecia
tion should be recorded at appropriate rates.
Deferred charges should be the subject of analyses and the correct
ness of the deferred portion of all items should be checked. Ade
quacy of insurance coverage should be determined from schedules and
fidelity coverage noted.
Accounts payable should be compared with invoices and entries in
the period following the close of the year.
Accrued taxes, both local and income, should be the subject of
analysis and checked by reference to past tax bills and tax returns.
Outstanding shares of stock should be determined from the stubs
of certificate books and the amounts stated for common stock and
paid-in surplus checked. All changes in stocks since date of previous
examination should be accounted for, as cancelled shares should be
on hand equal to the new shares issued.
The foregoing procedures will cover the subsidiary for comparable
items. The inventory of logs in the woods should be carried on a con
sistent basis with past practice, and inspected if thought desirable—
logs in woods are not always inventoried and, if that is the regular
practice, inventory may consist of lumber at the mill only and no trip
to the woods would be made (assuming the mill is not located at the
site of logging operations).
The farm account should be the subject of analysis and deeds
should be inspected including detailed papers, as it was acquired dur
ing the year. In addition to work on fixed assets as referred to, timber
rights should be the subject of analysis and contracts should be in
spected covering purchases as to cost. The quantity of stumpage
should be the subject of reports by cruisers and depletion should be
checked from cutting reports. All notes payable should be checked
from confirmations obtained and accrued payroll compared with the
unpaid portion of the latest payroll. Deferred income should be
checked by analysis and the item of rent collected in advance con
firmed with the person from whom obtained unless clearly enough
supported by contract which was inspected.
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Operating A ccounts and Transactions

Footings of the cash journal would be checked as to significant
columns, i.e., discounts, freight and allowances, net cash receipts, net
cash disbursements, purchases, etc., for three months and monthly
totals crossfooted for six months.
Check postings from cash journal to general ledger accounts for
three months.
Investigate any entries in general cash account originating in other
than monthly entries from the cash journal.
Test allowances and discounts, freight, etc., and check the support
ing documents to extent of two months’ transactions.
Check from analyses prepared the income recorded from securities
owned, real estate not used in business, farm rents, commission on
vending machine or income therefrom, if owned, by adequate support
for transactions for three months and comparative regularity of en
tries for remainder of year.
Compare canceled checks with disbursements in cash journal, ex
amining all details for three months. Refer to vouchers for same
period in support of all disbursements for over $25.00, noting distri
bution and approval and whether bills are marked “paid” to prevent
duplication and investigate for an additional three month s’ period
support for checks drawn to petty cash, payroll, and special payees
such as officers, employees, banks, and others, which do not appear
prima facie for purchases or expenses.
Inspect and observe regularity of bank reconcilements for the
year and make “proof of cash” for the last month in the year and one
other month by reconciling monthly totals of receipts and disburse
ments shown by the cash book with deposits and withdrawals shown
by the bank statements.
Compare payrolls with disbursement record for three month s and
support two payrolls in detail by comparison with clock cards as to
employees covered thereby. Inspect employment approvals as to all
other employees.
Make a test comparison of copies of sales invoices to the journal
in which posted. Proof of footing and posting should have been cov-
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ered by work on cash journal but, if not, this step should be per
formed after details of invoices have been compared for the last
month of the year and for one other month. For four other months
compare total sales with reports of shipments for evidence of
regularity.
Quantities of lumber purchased and sold should be approximately
accounted for and if company records do not regularly do th is, make
test by adding to the inventory at the beginning of any month the
purchases during that month independently totalled from purchase
invoices and deducting inventory at the end of the month, then com
paring the resulting quantity with quantities independently totalled
from sales invoices.
A comparable step should be performed for the Realty Company,
accounting for stumpage on a log scale basis compared to the mill
scale used in mill quantities. Conversion from log to mill scale is by
formula.
Footings of ledger accounts should be tested to the extent of about
one in ten accounts and balances checked.
Analyses should be made of any expense account for which ade
quate support has not been seen in operations as outlined above, and
support inspected if any appears desirable.
Analyses should also be made to obtain any information needed
for the tax returns and not otherwise available. Notation should be
made in detail of the status of examinations made by Revenue Agents
of the companies’ returns.
Minutes of both companies should be read for th e year and to the
date work is completed in the field.
A certificate should be obtained from the client stating that no
liabilities, contingent or otherwise, exist to his knowledge which are
not on the books; an inventory certificate should be obtained stating
that the goods are the unencumbered property of the company.
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ACCOUNTANT" E "
Preliminary investigation

This is assumed to be an initial engagement. It involves a type of
lumber manufacturing in which none of our other clients are en
gaged. We would therefore obtain, if at all possible, from Putnam’s
trade association group or from some other source, all possible cost,
expense and profit data bearing upon this type of enterprise. Also, men
assigned to the engagement and the supervising partner would be ex
pected to familiarize themselves with available published material
relative to physical operations involved in the Putnam enterprises or
very similar enterprises such as pine lumber logging and milling op
erations with respect to which we have rather complete files.
Knowledge obtained in the above indicated manner would be sup
plemented by an actual inspection, as soon as practicable after staff
members arrive, of the manufacturing plant and yard. This would be
arranged at our request, before or after our customary office work
ing hours.
The statements and explanations furnished by our Putnam clients
indicate that we must rely to a very substantial extent on our ingenu
ity and auditing procedures to satisfy ourselves as to the fairness of
the statements under examination, as a result, in part, of the absence
of internal controls which might be utilized, but principally of the
fact that substantially all bookkeeping and related record preparation
work is of necessity performed by two persons in the same office,
who apparently enjoy considerable latitude in the inter-change of
duties and whose activities probably receive very little supervision or
control by company officers.
Alert and somewhat extensive auditing is further indicated by rea
son of the importance of Putnam enterprises in relation to the small
town bank where one general account is carried and the possibility
that local bank tellers will accept almost any type of transaction sug
gested by Putnam’s bookkeeper and cashier, including the reduction
of deposits comprised of checks by the return of currency to the per
son making the deposit.

72

Extent of Audit Samples

In formulating our preliminary program of auditing procedures to
be applied, due consideration has been accorded the fact that both
sets of statements to be examined are those of enterprises in which
an estimated 80% to 90% of individual accounts receivable and
purchase and sales transactions, particularly in respect to the Lumber
Company, could be significant in relation to the stated net income
for 1955. Also, the undetected falsification of only two or three ac
counts or transactions of the above mentioned nature could serve to
conceal, at least until after the issuance of our opinion report, a
material ‘‘cash shortage.”
However, the relative significance of th e above discussed accounts
receivable (about 50 in number for Putnam Lumber) and transac
tions (estimated 300 to 600 sales invoices and possibly a 30%
greater estimate for purchase invoices with respect to which less in
formation is known) results in numerically few transactions, which
can be examined for an entire year with less expenditure of time than
would be involved in a two month examination of the transactions of,
say, a wholesale grocer having around the same volume but more
employees engaged in the preparation of accounting data and a gen
erally adequate system of internal control.
For the reasons stated above, our tentative program, subject to
revisions which might be indicated by facts developed as the work
progresses, is as follows1.
In actual practice, we would not attempt to outline a tentative
audit program without more information than that shown by the case
study under review. Therefore, considerably more discussion appears
in text of the program than would be necessary or desirable under
actual practice conditions.
The businesses under consideration are of a type in which fairly
adequate monthly cost and income statements, expressed in both
dollars and amounts per thousand board feet should be available.
Under actual conditions, the availability of such statements and our
studies thereof in relation to the drastic decrease in net income might
1Procedures apply to both companies, except as otherwise noted.
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have a significant bearing upon development of the audit program.
If statements of the aforementioned nature are available, even on
a quarterly basis, they will be carefully reviewed by the partner and
senior in charge, both for the current and immediately preceding
fiscal year, and a preliminary accounting made for the decline in net
income. Operations for the two years will then be discussed with the
management.
It appears from the nature of the lumber company operation that
th e major cost factors are raw material, labor and inventories and
that the material increase in closing 1955 inventory despite the more
than 50% decline in sales, will have to be carefully examined. It is
also probable that the cash journal carries columns in which both
lumber purchases and sales are recorded in thousands of board feet.
In any event, one of our initial steps will be to plan for a quick
determination of board feet with respect to purchases, sales and inven
tories for the year 1955. It is known that production reports are
available to account for flooring manufactured and for lumber pro
duced by the Realty Company. Monthly totals of aforementioned ac
counts and related amounts per thousand board feet will be obtained
from company records to the extent available and constructed by us
to the extent necessary. Material fluctuations, if any, in both costs and
sales prices per M will be reviewed with the management. For the
purposes of this discussion, it will be assumed that logical explana
tions supported by limited tests of the records involved have served to
establish a reasonable accounting for the decline in net income and for
purchases, sales and the final inventory in terms of board feet. To the
extent that board feet purchased, manufactured and sold have not been
established by us from the best documentary evidence available, test
ing procedures hereinafter described will apply to both board feet and
dollar amounts.
Cash Disbursements
(Except Footings & Postings)

G eneral Bank A c counts

Examine all checks on general bank accounts, comparing with
book entries and checking correctness of distributions to extent pos
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sible from information on checks. Ascertain th at checks to officers
and employees are properly recorded and can be readily identified in
the test check of postings covered in another section hereof. As this
examination is made, tick for comparison with totals of supporting
documents all checks drawn to banks and for payrolls, salary pay
ments, imprest cash and other payees which constitute the equivalent
of a cash or bearer payee. Trace all checks to payroll bank account,
other bank accounts and Putnam Realty Company to contra bank
deposits. Ascertain validity and proper treatment in the accounts of all
checks to officer-stockholders.
Undertake detailed vouching of all checks for last two months of
year, making limited tests (about 10% of transactions) of calcula
tions on documents supporting disbursements for material amounts
and similar tests (about 5% of transactions) with respect to minor
disbursements. See discussion under purchases relative to other work
to be done as vouching is performed. This sample of documents sup
porting disbursements is deemed sufficient on account of the fact that
officers make all lumber purchases and sign all checks. It is assumed
that both officers are active in the business and work together in har
mony; also, that checks are not signed in blank and that supporting
data is inspected with reasonable frequency and, we hope, initialed
as checks are signed.
Should our investigation and inquiries disclose the aforemen
tioned assumptions to be in error, it might be necessary to extend
the two month period, particularly with respect to checks issued
for lumber purchases should numerous checks be found drawn
to small operators who furnish no invoices for lumber delivered or
should material errors be found in the footage accounting explained
as previously established. Such lumber purchase checks as are not
supported by acceptable vendors’ invoices are to be identified with
“tally sheet” receiving reports.
Obtain cut-off statements on all general bank accounts, to be mailed
or delivered directly to us at a selected date subsequent to balancesheet date, and have our staff reconcile such accounts and account for
uncleared items as of the balance-sheet date reconciliation.
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The test footing of cash disbursements is separately covered in
comment on cash journal footings and postings.
Payroll Bank A ccounts & Payrolls

Compare cancelled checks with related payrolls for the last two
months of the year. Foot the payrolls (all columns) for the same two
months and trace names to withholding statements on file for one
pay roll period. Trace hours worked to supporting time cards and
time books for two pay periods. Test about 10% of net pay computa
tions for the same two pay periods. Have rates of pay approved by
an officer who is familiar therewith. Witness and control one pay-off
for each payroll maintained, particularly with respect to those sent in
by the superintendent of logging and sawmill operations.
As previously noted, transfers from the general to the payroll bank
account were ticked for comparison with totals of supporting payrolls
for the entire year. As this comparison is made, see that any unusual
variations in payroll amounts are explained and that the number of
payrolls corresponds with the number of established pay periods in
the year. Ascertain whether employees have beer accustomed to re
ceive vacation or other bonus pay with respect to which liability
accruals are indicated.
Obtain cut-off statements for payroll bank accounts at date of
corresponding statements of general bank accounts and employ the
same procedures as those previously indicated as applicable to general
bank accounts.
The previously explained two month test of payroll footings should
serve to accomplish the test footing of disbursements by payroll
checks as it appears that the net pay column of payrolls would con
stitute the source of monthly credits to the payroll bank account.

Cash Receipts
(Except Footings & Postings)

Compare recorded deposits with deposits per banks’ statements of
general accounts for entire year and subsequent cut-off period ending
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with date of post-balance sheet statements obtained direct from
depositories.
to the Lumber Company Only (Paragraphs 1 thru 4, Below)

1. Account for dividends received by comparison of published
dividend payments (Fitch or some other readily obtainable rec
ord) with analysis of dividend income as recorded in cash
journal. This to be done for entire year.
2. The very substantial increase in bad debts must receive careful
attention. With respect to all accounts charged off during the
year, of which the worth lessness is not conclusively evident
from correspondence files, obtain positive confirmation from
debtors of record owing balances of $300. or more. Confirm
25% of charged off balances of less than $300. Also, review
charged off balances and the possibility of unrecorded recov
eries thereagainst with the officer having general supervision
of credits.
3. Rents appear abnormally low in relation to the $83,000 invest
ment in real estate not used in the business. Obtain a schedule
of th e properties which comprise this asset and establish rentals
due to be collected from available records and discussion with
the appropriate officer. Compare with analysis of rental income
as recorded in the cash journal, for entire year.
4. Scan the discount allowed column of the cash journal for the
last three months of the year to determine that entries therein
represent approximately correct amounts computed on related
gross collections, at company’s established cash discount rate.
For the last month of the year, trace collections of $300. or
more to related invoices or customers’ ledger sheets to prove
that discounts have not been recorded with respect to invoices
past due for discounting.
Both Companies Resumed

Since substantially all cash receipts are indicated as transmitted by
mail, and are therefore presumably in the form of checks as distin
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guished from currency, and since deposits are made daily, th e tracing
of individual collection items to duplicate deposit slips should not be
difficult. Make this trace for the first and last two weeks of the year
under examination and the first week of the following year. If dupli
cate deposit slips are not retained, compare daily totals of collections
from customers, as recorded in the cash journal, with daily totals of
credits to customers’ accounts as shown by the control sheet in cus
tomers’ ledger. If a control sheet is not kept, trace postings from indi
vidual customers’ ledger sheets to cash journal entries for the last
week of the year.
It is assumed, in the absence of accounts reflecting scrap sales, that
such sales are invoiced in the same manner as regular sales; also, that
any sales of flooring or raw materials, for cash, are invoiced in the
same manner as charge sales. The examination of cash received from
sales of the aforementioned classes is covered in subsequent comment
on sales.
Receipts from sales of fixed assets, as determined from analyses of
property accounts, are to be reviewed with the company’s officers as a
check on the proper recording of all property sold. Such receipts are
to be traced to cash journal entries for entire year.
Interest receipts are to be accounted for from schedules of securi
ties owned, for the entire year. Interest on notes receivable is to be
accounted for from analyses of notes receivable accounts for the en
tire year. In connection with the examination of bad debt losses, as
certain from correspondence files and discussion with company offi
cers, that possible interest collections with respect to charged off debts,
have been duly accounted for. See previous comment under “Cash
Receipts” as to scope of investigation with respect to possible un
recorded recoveries of principal.
Coca Cola machine receipts for the last four months of the year
are to be accounted for from purchase invoices showing numbers of
cases purchased for the machine and from the agreement covering the
amount of sales to be retained by the company for furnishing and
operating the machine.
The businesses involved are not of a type in which any
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purchase rebates of significance would appear to exist. This matter is
to be discussed with an officer, together with other possible sources
of miscellaneous cash receipts. Account for such receipts, including
sales tax compensation, for last four months of the year.
Sales

The internal control with respect to sales is particularly weak in
that neither “tally sheets” upon which invoices are predicated nor the
invoices are required to be accounted for by a printed numerical se
quence. It is hoped that bills of lading required for railway shipment
can be accounted for in a sequence of printed numbers and that the
same situation exists in regard to truck shipments. If this can be done,
a check of bills of lading against sales invoices for the last two months
of the year would be sufficient to justify the belief that all shipments
have been billed.
In the absence of appropriate records for making the above de
scribed test, sales for the last two months of the year are to be an
alyzed by footage amounts of each class of product sold and such
amounts compared with credits to the perpetual inventory record of
finished stocks. Also, if practicable, we would undertake a comparison
of rail shipments with records of the local freight agents involved, for
the last two months of the year.
As the above indicated tests are made, any sales for cash are to be
noted for tracing into the cash journal. All footings carried to sales
summaries in the cash journal and th ence to general ledger accounts
are to be proved for the above designated period. About five per cent
of prices and clerical computations for the two month period exam
ined are to be checked, the price verification to be made from price
lists approved by an officer.
Purchases

Since checks arc issued for lumber purchases immediately upon
receipt of the lumber (with the same procedure apparently applying
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to purchases of standing timber) the previously discussed examina
tion of cash disbursements covers a major portion of purchase exami
nation. Also, some assurance as to the validity of recorded purchases
of raw lumber has been afforded by the footage accounting herein
before explained.
In addition to the examination of purchase invoices for the last
two months of the year, in the vouching of disbursements, the fol
lowing additional work is to be undertaken.

As to Lumber C ompany O nly

If board feet acquired are indicated in the cash journal with in
voice amounts, the entries thereof will have been compared with foot
age billed in the vouching of disbursements. Otherwise, the invoices
will have been set aside as vouched for the following work.
Compare either from cash journal entries of footage or from the
invoices, the related entries of board feet in the perpetual inventory
record; also, the unit prices thereof if shown by the inventory rec
ord. This comparison is to be made for the last month of the year
to test the reliability of the perpetual inventory record. Under an
adequate system of internal control, a week of such comparison
would probably be sufficient.
Also, for the last two weeks of the year audited and the first week
of the following year, compare purchase invoices with supporting
“tally sheets” as to date of receipt and quantities. Trace the tally
sheets to the perpetual inventory record. This comparison is to estab
lish the reliability of the raw material inventory “cut-off” and the
receipt of quantities billed.
Compare invoices from the Realty Company with the amounts of
charges in its inter-company account with the Lumber Company, for
the above indicated three week period, to establish the uniformity of
inventory “cut-offs” of the two companies and the reliability of inter
company accounting procedures. Any differences in the reciprocal
account balances are, of course, to be reconciled.
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A t to Realty Company Only

In the examination of disbursements, checks for the purchase of
standing timber will have been noted for vouching. Analyze, the
“Timber Rights” account and vouch debits and credits, including the
inspection of footage shown by timber deeds, for the entire year. If
the number of acquisitions “cut-out” during the year is less than 20%
of the purchases involved, analyze prior years’ acquisitions to estab
lish “cut-out” leases approximating 20% of purchases for the year
under audit. From the foregoing analyses, satisfy yourself as to relia
bility of the company’s depletion accounting. If undue optimism in the
assignment of board feet to rights purchased is indicated, adjustment
of the balance-sheet valuation of the “Timber Rights” account upon
the basis of the company’s experience with “cut-out” leases is
indicated.
Columnar Journal & Ledgers—
Examination of Footings & Postings
(Applicable to Both Com panies)

A ccounts to Be Tested

Trace postings from general ledger accounts to cash journal (and
other records of original entry involved) entries and scan all entries
to ascertain that no entries to accounts involved are omitted with re
spect to accounts as follows:
All cash and bank accounts
Accounts receivable—customers and others
All accounts of officers, bookkeeper and assistant bookkeeper
(Include any accounts in customers’ ledgers)
Inventories, accounts payable, notes payable* &notes receivable*
Putnam Realty Company & Putnam Lumber Co. (All inter
company accounts)
Complete above trace for entire year and prove footings of the
accounts involved.
*Also analyze from notes held in paid file and independent confirma
tions of unpaid notes.

Accountant "E"

81

Perform the above indicated procedures for the last four months
of the year, in respect to accounts as follows:
Sales, Labor, Inspection, Discounts Earned, Discounts Allowed,
Purchases
C olumn Footings

Foot dollar amounts of cash journal columns in which monthly
totals are accumulated for posting to each of the accounts and for
the periods shown in the foregoing outline of Accounts to Be Tested,
to the extent that such accounts are supported by cash journal
columns.
To the extent that footings of cash journal columns have not been
proven by previously indicated sampling procedures, foot and prove
balancing as to debit and credit of all cash journal columns for the
last three months of the year.
Except as to postings already checked, check all postings from cash
journal to general ledger accounts for the last two months of the year.
Ascertain that all recorded entries have actually been posted.
It will be noted from later discussion that the correctness of foot
ings and postings reflected by additional accounts is to be established
by analysis of the accounts.
General Journal

Scan entries for the entire year, which involve significant amounts,
and examine supporting documentary evidence to the extent it has not
or will not be inspected in the carrying out of other procedures herein
outlined and relates to entries of a non-routine nature.
Prove debit and credit balancing or columns for the last three
months of the year.
Perpetual Inventory Records

The extent to which these records are to be utilized in establishing
their reliability, and in affording evidence to support purchase and
sales invoices, has already been indicated in previous comment under
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the captions, Sales and Purchases. In the event examination pro
cedures prescribed in the second paragraph under the caption. Sales,
were not applied in the testing of sales accounts, such procedures are
now to be employed if we find that the opinion report requested is not
to be qualified as to the initial inventory.
Assuming that we are to assume responsibility for statement of the
initial inventory and that th e previously discussed “overall” tests of
footage and prices produced logical results, the supplemental work to
be done is described in the ensuing paragraph numbered two. In any
event, we are to undertake the work specified in paragraph (1) below.

1.
Trace postings from daily production reports, and such documents
as evidence credits to finished stocks, to the inventory record for the
last month of the year. The records used to clear materials from the
raw material account to the work in process account are not described.
Trace entries on documents evidencing the original entry of such
clearance to all inventory records involved for the last month of the
year.
Prove clerical accuracy of inventory record figures for the last two
months of the year.
2.
(If no qualification as to initial inventory)
Prove clerical accuracy of figures on 20% of perpetual inventory
sheets or cards, using those reflecting highest dollar values, for the
entire year.
Extend procedures detailed in first paragraph under “1” above to
include January and June of 1954. Trace all quantities and unit
prices, to the extent maintained, from perpetual inventory records to
original records of the physical counts of stocks as of July 1, 1954,
and of related pricing.
It does not appear logical that the Putnam Realty Company would
carry any material inventory of logs not sawed into lumber. It will
therefore probably have no inventory in process. In other respects,
the examination of its perpetual inventory records, as previously
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noted, will involve the above described procedures. In providing such
procedures, it is contemplated that all segments of the inventory rec
ords involve material amounts. With respect to any segments involv
ing relatively insignificant amounts, the foregoing testing would be
reduced about 75% unless the aggregate of such segments constituted
a material factor, which appears to be highly improbable. A reduction
of 50% in the prescribed testing would probably be warranted even if
the aggregate of separate insignificant amounts should constitute a
material factor.
Account Analysis

The following accounts are to be analyzed for the entire year—
without reference to supporting documents in respect to (1) entries
of $100 or less, except as noted below, and (2) entries in excess of
$100 when adequate descriptive data does not require such reference,
except as noted below.
Balance Sheet A ccounts

(Including Purchases and S a les in Connection with Inventory A ccount)

Stocks—Examine support for all entries
Inventories and Purchases to extent separately recorded—Analysis

to be limited to monthly totals of each class of debits and credits.
Sales—Limit to monthly totals as for inventories and purchases
The inventory and sales analyses are to include a reasonably accu
rate showing of numbers of board feet involved and may have al
ready been completed in undertaking the board footage accounting
hereinbefore provided. To the extent that such accounting might
have established the accuracy of dollar amounts of postings and foot
ings, the previously stated procedures relative thereto are of course
to be curtailed.
Investments—Putnam Realty—Shows no net entries for year. Ex
amine prior years’ entries necessary to substantiate about 90% of the
stated basis at which the account is represented to be carried. Any
material entries offsetting each other during 1955 are to be ade
quately explained.
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Real Estate Investments—Same procedure as Putnam Realty In

vestment, inspecting deeds and title policies instead of stock certifi
cates.
Timber Rights—Extent of analysis previously explained.
Net Fixed Assets —Analyze for all asset accounts and related de
preciation accruals, including items of less than $100 since relatively
few entries are involved. This being an initial engagement, scrutinize
ledger accounts, revenue agent’s reports, disbursement records, deeds,
insurance policies and title policies to establish ownership and cost of
around 80% of dollar value per books. Reports of other reputable
auditors may be accepted in lieu of substantially all the foregoing
except evidences of ownership, in establishing cost. Make tests neces
sary to determine fairness of depreciation accruals and satisfy us that
no depreciation is being provided in respect to fully depreciated cost.
Paid-In & Earned Surplus—Analyze all 1955 transactions. Scan
major transactions of prior years to establish company’s representa
tions as to method of stating earned surplus, utilizing copies of income
tax returns and reports of other auditors as a check on book entries.
Profit & Loss A ccounts to Be Analyzed

Repairs; officers’ salaries; office salaries; payroll taxes; general
taxes, including entries of less than $100; legal & professional; trav
eling; rents; dividends received; donations; interest and gain on sale
of fixed assets, in same detail as general taxes; and farm expense,
the analysis of this account being partly to justify for tax purposes
and partly to ascertain possible sources of income which might have
been appropriated by officers.

Other Procedures
I Mainly Physical Inventories)

It is believed that, with the exception of physical inventories, the
extent of sampling procedures to be employed in the examination of
balance-sheet accounts has been covered in the foregoing matter. A
possible difference of opinion might exist in regard to year-end bal
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ances comprising the accounts payable total. Our program in this re
spect, with the exception of fairly constant monthly obligations such
as utility invoices, requires the substantiation of all accounts of
vendors from which significant purchases are made, by satisfactory
documentary evidence or independent confirmation.
Audit procedures involving no sampling, such as physical inspec
tion of securities or direct confirmation of the holding thereof by
others in the ordinary course of business practice, are believed as they
relate to balance-sheet accounts, to be sufficiently well understood
and generally employed to the extent that inclusion thereof would be
undesirable for the purpose of this program.
As regards profit and loss accounts other than inventories the pro
gram hereinbefore outlined is intended to establish the reliability
thereof with the exception of non-sampling procedures such as the
examination of minutes, contracts, evidence of litigation or commit
ments involving material amounts, which are not considered to be
within the scope of this program.
As to physical inventories, sampling procedures intended to estab
lish the reliability of initial inventory quantities have been outlined.
In regard to pricing, our examination would cover at least 85% of
the final inventory value in view of the relatively few classes of stock
and the significance of a great majority in relation to inventory
totals. Assuming no material adjustments of the closing inventory to
be required, examination of the pricing of around 70% of the initial
inventory value would probably suffice.
In the absence of knowledge as to the previous reliability of per
petual records maintained and the limited degree of internal control
in effect, we consider it essential that we be represented at the physi
cal counts of final inventory quantities; also, that carbon copies of
the counts be handed to us by the counters or that we retain custody
of original count records until essential data as to total footages in
volved can be obtained therefrom. We would physically inspect all
stocks of raw lumber and finished stocks and the entry thereof on
count sheets. If the stacks do not vary significantly as to footage
included (which should be the case) count of the pieces in 5% of
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the stacks and computation of the board feet represented is con
sidered sufficient.
Lumber in the dry kiln is reported to be considered raw material
and it appears likely that no paper record is made of quantities
placed in this process; also, that physical inspection will not be pos
sible. Therefore, it will probably be necessary to count cars outside
the kiln on June 30th and obtain reasonable evidence as to total
number of cars owned and normal loadings thereof. This should af
ford a basis for sufficient check of raw material in the kiln, when
supplemented by examination of such paper record as is made to
clear lumber leaving the kiln from the raw material inventory, pro
vided our examination of the inventory in other respects discloses
no material irregularities.
There will perhaps be some inventory of kiln dried stock which is
to be checked as to quantities in the same manner as raw lumber.
Any supply inventories would probably not be significant but
should be inspected to justify this conclusion and about 10% of the
items of major value counted to check reliability of the company’s
inventory procedures in accounting for this asset. If any substantial
quantities of readily salable items such as truck tires are maintained,
adequacy of the physical and accounting safeguards provided against
theft are to be examined.
Obtain positive confirmations from debtors with respect to year
end accounts receivable balances of significance. As to opening ac
counts receivable balances, trace collection of around 25% of dollar
value represented to cash receipts records and related duplicate
deposit slips.
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June 30,1955 Fiscal Year Audit Program for Year-End A udit —
Including One Interim Visit During the Fiscal Year
Cash Receipts

Check deposits per bank statements to cash receipts book for
November 1954, May and June 1955.
Foot daily and monthly totals and check to summary journal
entry for above three months.
Examine for unusual items and investigate in detail.
Review receipts in July 1955 and accrue June 1955 items.
For six days (June 28 to July 5) obtain, directly from bank,
duplicate deposit slips and check to receipts book.
Schedule all bank transfers showing (a) date check drawn (b)
check number (c) bank on which drawn (d) date deposited
(e) bank in which deposited (f) date of clearance (g)
amount. For November 1954, May and June 1955.
Cash Disbursements

Vouch cancelled checks for November, May and June into check
register and note sequence of check numbers—examine void
ed checks.
List (a) double endorsements (b) checks payable to and (c)
endorsements by officers and employees.
Foot totals for above three months and check to summary
journal entry.
Review July 1955 disbursements for June 1955 items.
Banks

Reconcile banks (for November, May and June—Bank A; City
Bank B; and Payroll a/c).
At June 30, obtain directly from banks standard confirmation
form.
Obtain directly from banks statements and cancelled checks
(from July 1 to July 12, 1955).
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Petty Cash

Do a surprise count of the fund during course of audit.
Review petty cash slips for one month, noting (a) approval,
(b) supporting data, (c) written in ink (amounts in words
and numbers), (d) account charged is proper.
Investments

Inspect securities owned and schedule description and certificate
numbers.
Indicate both cost and present value on schedule.
See that dividend income is properly received and recorded.
Check to a security service.
A ccounts Receivable

Obtain from client aged June 30 schedule of receivables also in
dicating collection in July 1955.
Review delinquent accounts with management, make necessary
comments on schedule and set up adequate bad debt reserve.
Examine all write offs for executive approval.
Review returns and allowance subsequent to June 30, 1955 and
set up necessary reserves for items applicable prior to June
30, 1955.
As of June 30, 1955, send “positive” confirmation to all cus
tomers—accompanying the regular monthly statements:
(a) Reconcile differences reported by customers.
(b) Schedule confirmation results.
Obtain certificate from client.
Foot the schedule.
Check approximately 50% of the accounts from the ageing
schedule to the accounts receivable ledger.
O ther Receivables

Prepare schedules and tie in to general ledger.
Confirm balance, if required.
List collection subsequent to June 30, 1955.
Foot the schedules.

Accountant "F"

89

Fixed A ssets

Analyze fixed asset and reserve accounts.
Vouch acquisitions during year and determine propriety of
capitalization.
Review repairs and maintenance accounts for items that should
be capitalized.
Prepare detailed depreciation schedules. Note consistency of de
preciations taken with prior years, tie in with reserves and
depreciation accounts.
Prepare summary of fixed asset changes.
Prepare schedule analyzing profit or loss on sale of fixed assets.
Physically inspect additions.
Examine deeds and property tax bills to substantiate ownership
of real property.
Inventory

At June 30, 1955 make substantial test counts of the physical
inventory, scheduling the items inspected. (Count or inspect
60 to 75% in dollar value).
Check the items counted against the perpetual inventory cards
and final inventory listing; schedule differences.
Request client to prepare duplicate adding machine tapes of the
perpetual inventory cards and a duplicate copy of the sum
mary of the tapes.
Prepare a price test schedule indicating the following for each
item tested (account for about 50% of the total value).
(a) Quantity in inventory (b) inventory price (c) quan
tity purchased (d) date purchased (e) price paid.
(Examine sufficient vouchers working backwards
from June 30, 1955 to cover quantity in inventory.)
For items sold in July 1955 compare inventory price with sales
price for gross profit. Also for other items compare inventory
value with last recent sales price.
Determine receiving cutoffs and check receiving records for
June 29 and 30, and July 1, 1955 to perpetual inventory
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cards to determine whether all purchase invoices have been
recorded and whether the inventory cards reflect the receipt
of the merchandise.
Determine shipping cutoff and check to sales register and per
petual inventory cards to determine whether all sales have
been recorded and wheth er inventory cards have been prop
erly relieved.
Note whether invoices are being recorded in advance of ship
ment.
Examine truckmen’s receipt to evidence date of shipment.
When checking to perpetual inventory cards, note and list:
(a) slow moving and obsolete items
(b) items which appear to be in excessive quantity in
relation to use.
Review valuation of above items with management.
Obtain inventory certificate.
Schedule commitments and note thereon any unfavorable
prices.
Insurance

Prepare schedule of policies in force.
Vouch insurance charges and credits, post to schedule and veri
ify accuracy of unexpired insurance at year end.
Check accuracy of compensation insurance and liability insur
ance invoices received during year and accruals at year end.
Review coverage for adequacy.
As at June 30, 1955, confirm coverage with broker.
Examine all policies.
Confirm officers’ life insurance policies and cash surrender value,
if any.
Deferred Charges

Schedule deferred charges.
Vouch charges to invoices, property tax bills, etc.
Check propriety and accuracy of deferrals at year end.
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Notes Payable

Schedule notes, indicating rate of interest, interest charges and
accuracy thereof.
Confirm by direct correspondence.
Accounts Payable

Obtain from client schedule of accounts payable at June 30,
1955.
Mail confirmations to all creditors with whom business was
transacted in 1955, even if no open balance is reflected.
Reconcile creditors’ statements and make proper adjustments
and accruals.
Prepare schedule of unrecorded liabilities as at June 30, 1955.
Schedule results of confirmation.
Segregate items not properly classified as accounts payable.
Obtain liability certificate.
Check year-end accrual of expenses, professional fees, utilities,
etc.
Taxes

Schedule and review all tax returns filed.
Note timely payment of taxes.
Reconcile payroll tax returns with payroll accounts.
Review State unemployment insurance merit rating and in con
nection therewith determine whether client is properly proces
sing employees’ claims for unemployment insurance.
Check year-end accruals of taxes.
General Ledger

Reconcile July 1, 1954 balances to June 30, 1954 accountant’s
report.
Analyze all balance-sheet accounts and selected nominal ac
counts such as: officers’ salaries; insurance; dues and sub
scriptions; professional fees; taxes; etc.
Foot accounts and check to trial balance at June 30, 1955.
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Check postings back to sales, purchase and cash books for No
vember 1954 and June 1955.
General

Journal

Examine all entries for year, vouching entries other than regu
larly recurring ones.
Check postings to general ledger for three selected months.
Review subsequent entries for items applicable to June 1955.
Capital Stock— Surplus— Minutes

Examine stock book and check stock ownership.
Analyze in detail all changes in surplus during year.
Obtain copy of all minutes during year.
Determine whether books reflect all matters pertaining to ac
counting.
Determine whether any footnotes to financial statements are
required.
Agreements, Etc.

Excerpt, or get copies of leases, labor contracts, employment
contracts, commission contracts, etc.
Sales— -Sales Returns

Check prices to selected sales orders. (Take larger items on
three or four days in 2 different months selected at random).
Compare shipping orders with sales invoices for one week in
each of two months.
Foot additions of invoices for one month.
Check sales analysis for one month by adding invoices by type
of sale, compare with summary journal entry.
Sales returns:
(a) examine receiving report for the week ended July 2,
1955 and the week ended July 9 , 1955.
(b) determine that pricing is same as invoiced.
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Purchases

Examine invoices and supporting documents for one month,
note: (a) client is customer; (b) approvals; (c) receiving
ticket; (d) date of receipt; (e) purchase order signed by au
thorized executive is in agreement with invoice as to price;
(f) approval of price change.
Check extensions and additions of one month’s invoices.
Vouch invoices in excess of $100 for one month to purchase
book and to inventory cards; determine correctness of ac
count charge.
Foot purchase book for two months (including June).
Payroll

Check time cards for two weeks, noting:
(a) hours worked.
(b) rate of pay (employee cards & union agreement).
(c) computation of gross earnings.
Vouch two weeks’ time cards into payroll book.
Compare payroll summary gross payroll with payroll book for
the two weeks.
Foot payroll book and crossfoot for two selected weeks.
Compare signatures on receipts to form W-4 for the two weeks.
Check weekly and monthly summary into journal entry for one
month.
Reconcile payroll accrued account at June 30.
Tie in payroll accounts from general ledger into quarterly pay
roll tax returns for the year under review.
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The audit procedures outlined in the following comments are in
tended for use in the Putnam Lumber Company, Inc. and its sub
sidiary, Putnam Realty Company, Inc. Certain procedures are more
extensive in the degree of sampling than would be necessary in a
larger organization employing a greater number of persons in the
office. The degree of sampling will, of course, have to be extended if
in the field examinations a high percentage of errors is found and
conversely may in future examinations be reduced for certain items
where a high degree of accuracy is found. The completion of the work
outlined to the satisfaction of the auditor should enable him to issue
an unqualified opinion.
Putnam Lumber Company, Inc.
Cash

Confirm balances as of June 30, 1955 with banks.
Reconcile bank balances with book balances.
Request that cancelled checks and bank statements as of a date in
July (preferably after July 10) be delivered direct to the auditor.
Account for deposits in transit and outstanding checks as of June
30, 1955.
Count petty cash fund and cash on hand (also inspect securities
and notes receivable at same time) on date bank cut-off is requested.
Prepare a summary, by months, showing a reconciliation of cash
receipts and cash disbursements as shown by the books with the
bank statements. Reconciling items should be deposits in transit and
outstanding checks at the end of each month. Any other differences
should be explained.
Select two months for a detail test as follows:
1. Trace deposits by days to the bank statements.
2. For approximately 25% of the daily deposits, compare the
detail per deposit slips with detail per books.
3. Compare cancelled checks with the record of checks issued as
shown by the columnar journal, noting date, number, payee,
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amount, signatures and endorsements. Obtain and check all
supporting vouchers for checks issued in this period.
4. Foot columns of the columnar journal and trace posting to gen
eral ledger.
5. Any postings to the general ledger cash account during the
year not originating in the columnar journal should be exam
ined and explained.
Temporary Investments— S tocks

Prepare or have prepared a schedule showing description of securi
ties, amount owned, certificate numbers, date acquired, cost and divi
dend or interest received in current year. Space should be provided
for June 30, 1955 market values to be obtained from market quota
tions to the extent available.
All the securities should be examined at the lock box in the pres
ence of either one or both of the officer-stockholders on the date of
the cash cut-off.
Dividends should be checked by reference to a dividend record
such as Standard & Poors or in the case of companies paying regular
dividends by reference to current rates, or correspondence with the
payor companies. This should be done for all securities owned on the
first audit. On future examinations this may be reduced to a test
check covering approximately 70% of the dividend income unless
there has been a considerable change in the securities owned.
Cost and date of acquisition may be checked by examination of
broker’s statements of purchase. If this was other than a first audit, it
would be necessary only to examine broker’s statements for current
transactions. In this case, there do not appear to be any current
transactions.
A c counts R eceivable— C ustomers

Prepare or have prepared a schedule of aged account balances as
of June 30, 1955. Check balances on the schedule to the ledgers and
the total to the general ledger control account.

96

Extent of Audit Samples

In view of the small number of customers, a positive confirmation
request may be attached to each statement and same mailed by the
auditor. If the company prefers or the statements have been mailed,
positive confirmations should be mailed.
The accounts should be reviewed with the officer-stockholders as
to collectibility. In view of the large charge to expense ($39,672.66)
for bad debts, ht e possible need for a reserve for bad debts should be
discussed.
A ccounts Receivable— Employees

Confirm the balances.
Discuss age and collectibility with the officer-stockholders.
A ccounts Receivable— Oth er

The nature and disposition of the balance at June 30, |1954
($59,972.56) should be ascertained.
Notes Receivable and Interest Receivable

Confirm the principal balance, due date, terms, interest rate and
unpaid interest of all the notes as of June 30, 1955.
Examine the note or notes at date of cash cut-off. However, if
there is a number of small notes, an examination of notes covering
approximately 70% of the total amount receivable will be sufficient.
Test check the computation of accrued interest receivable.
Inventories

If there is a physical verification of inventory quantities, by the
company as of June 30, 1955, the auditor’s representative should be
present and observe the manner and accuracy of the counts.
If it is the company’s practice to use the perpetual inventory
record as the basis for determining year-end inventories, the follow
ing procedure should be followed:
1. Check the physical existence of approximately 70%, in value,
of th e raw material and finished goods as shown on the per
petual inventory records.
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2. By an examination of the receiving, shipping and production
records for the period from June 30 to the date of the physical
check, determine that the quantities as of June 30 are correct.
3. Examine the methods and procedures of maintaining the per
petual inventory records to be satisfied that they should, ex
cept for normal human error, correctly reflect changes in mate
rial quantities. (See procedure on purchases and in the same
periods test 10% of the other postings to the record).
Under either method of quantity determination, prices, covering at
least 50% in value, should be checked by examination of current
suppliers’ invoices and current market quotations for raw materials;
and by cost computations based on the above raw material valuations,
labor rates and current selling prices for finished goods.
The clerical accuracy of the inventory should be checked (a) by
extending approximately 50% of the extensions and scanning the bal
ance for obvious errors such as decimal points; and (b) by footing
approximately 50% of the pages, scanning the balance of the pages
and footing the totals (if there are no page footings, it will be neces
sary to foot th e entire inventory).
A ccounts Receivable— Officers

Prepare or have prepared an analysis of these accounts. Have the
officer-stockholders approve the transactions reflected in their ac
counts and confirm the June 30 balances.
A ccounts Receivable— Putnam Realty Company

Inasmuch as the intercompany balances are in agreement, an an
alysis reflecting the character, source and disposition of the inter
company transactions on each company’s records should be suffi
cient to serve as a check of this account.
Real Estate (Not Used in Business)

Assuming this to be a first audit, we should examine documents
covering the acquisition of this property. The documents should in
clude:
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1. Contract of purchase setting forth purchase price, date of
transfer and other terms.
2. Warranty deed or quit claim deed containing a legal descrip
tion by which the property can be identified.
3. Certificate of title, title guarantee policy or similar document.
If convenient, we should view the property as check on its existence
and the use to which it is being put. If this is the source of rent, we
should examine leases or rental agreements.
Deposits

Ascertain the nature of the deposits and confirm all of the June
30, 1955 balances.
Fixed Assets

On a first audit, it would be well to check the cost of the larger
items set forth in the company’s depreciation schedules. As to land,
the same procedure should be followed as for the real estate above.
Changes for the current year, additions and retirements, should be
analyzed and costs checked.
Prior year’s income tax returns should be reviewed to see that
there is a consistent policy as to depreciation and that book records
and tax amounts can be reconciled.
Depreciation provisions for the current year should be recomputed.
Reserves for depreciation and depreciation expense accounts should
be reconciled and the provision in agreement with the audit com
putations.
Deferred Charges

Prepare or have prepared schedules of “prepaid taxes and li
censes” and “unexpired insurance.” Check the costs of all the items
being deferred and test check the computation of the remaining
balances.
A ccounts Payable

Prepare or have prepared a schedule of accounts payable.
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Before June 30, ask the bookkeeper to save month-end state
ments received from suppliers. Compare such statements with amounts
shown on the records. Reconcile any differences. Examine cash dis
bursements for July and any unpaid invoices on hand for possible
unrecorded items.
If there are balances not covered by the above and there is any
doubt as to the balances, request positive confirmation from the
suppliers.
Accrued Taxes or Other Accrued Accounts

Analyze all accrual accounts and make recomputations of bal
ances due by examination of tax bills, tax reports, payrolls, etc.
Provision for Federal Income Taxes

Recompute the provision.
A ccounts Payable— O fficers

Ascertain nature of and disposition made of June 30, 1954 balance
of $46,448.04.
Capital Stock and S urplus— Paid In

Examine capital stock records and stubs of certificates for record
of ownership.
Check authorized stock by examination of Charter. The Charter
and original State Franchise Report should be in agreement with the
amounts shown for capital stock and surplus—paid in. Analyze and
vouch entries in the accounts.
Earned Surplus

Prepare or have prepared an analysis of earned surplus setting
forth profit and dividends by years and adjustments by years, indicat
ing the prior years giving rise to the adjustments.
S ales

Compare total sales for two monthly periods with totals of dupli
cate sales invoices for the periods.
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Check posting of approximately 50% of the invoices in each
period to accounts receivable ledger cards.
Check the computations on approximately 10% of the sales in
voices and scan the balance for the two month period. Include as
part of this check a comparison of quantities per loading tallies and
posting of same to perpetual inventory records.
Purchases

For the two months selected for a detail check of cash, compare
entries charged to purchases with supporting suppliers’ invoices.
Check approximately 10% of such invoices (scan the balance)
for clerical accuracy and agreement with lumber tallies or other evi
dence of receipt of materials or services.
Check the posting of 10% of the lumber purchases for the two
months’ period to the perpetual inventory records.
Payroll

In addition to regular procedures on the payroll bank account, as
outlined in the cash procedure, perform the following operations on
payroll:
1. Select two payrolls in each of two months selected for cash
detail check.
2. Compare time clock cards with time per payroll summary.
3. Check approximately 25% of the computations and rates as
shown by the payroll sheets.
Inasmuch as earnings records are written at the same time as the
payroll summary, it will not be necessary to check postings to the
earnings records. However, cumulative totals on about 25% of the
cards should be tested and compared to social security reports.
Expense and Income A ccounts

All expense accounts in which charges or credits come from
balance-sheet accounts should be reconciled with such account
analysis.
Analyze, in detail, and vouch all tax accounts not covered by the
previous paragraph.
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Reconcile payroll accounts with amounts reported on State and
Federal social security returns.
Analyze and vouch (to the degree shown) the following accounts:
Repairs (amounts over $100)
Repairs and fuel (lumber lift) (amounts over $100)
Auto repairs (amounts over $50)
Officers’ salaries (check to minutes and earnings record)
Legal and professional (100%)
Traveling (amounts over $100)
Rents (100%)
Dividends received (see investment analysis)
Gain on sale of fixed assets (should be covered in analysis of
asset account)
Life insurance (net)—What happened in 1955?
Bad debts (100 % —Are all write-offs properly authorized?)
Donations (Have the company prepare a schedule and examine
checks and receipts for amounts over $100)
General

Reconcile income per books and income per Federal income tax
return for the year ended June 30, 1954.
Prepare or have prepared a schedule of income per books, income
per original Federal income tax return, adjustments by Revenue De
partment, and income per adjusted Federal income tax return for the
years ended June 30, 1952 and 1953.
Examine the corporate charter and the corporate minutes. Any
items mentioned therein which have to do with accounting should be
checked to the accounting records to see that they are in agreement.
A review of the statements raises a question as to the correctness
and authorization in the reduction of officers’ salaries in both
companies.
Putnam Realty Company, Inc.

Follow the program outlined for the parent company as applicable
with the following additional comments:
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Farm (Not Used InB
usines)

Apply the same procedure as used for real estate of the parent
company.
Fixed Assets

Prepare an analysis of the cost of timber rights and depletion ap
plied. Vouch original cost and ascertain if there is any relation be
tween timber rights and surplus arising from revalution of standing
timber.
Notes Payable

Prepare or have prepared a schedule of notes payable as of June
30, 1954 and 1955, showing renewals, payments, interest rates and
interest payments. Examine cancelled notes. Confirm June 30, 1955
balances.
Deferred Income

Check rent collected in advance by reference to lease agreement,
etc. Examine terms of interest payments and compute amount shown
as interest collected in advance.
Sales

Inasmuch as the sales of the Putnam Realty Company, Inc., are to
its parent company, the parent company’s purchases for the test
period should agree with the subsidiary sales for the periods. Any
differences should be reconciled and, if necessary, adjustment made.
Income and Expenses

The nature of the farm expense should be determined by analysis.
No provision is indicated for a claim for the refund of Federal
income taxes due to the carry-back of the current year’s operating
loss. This should be discussed with the officers and appropriate ad
justment or footnote made.
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A ssumptions

We are to examine th e balance sheets of Putnam Lumber Com
pany, Inc., and its wholly-owned subsidiary, Putnam Realty Com
pany, at June 30, 1955, and the related statements of operations and
surplus for the year then ended. Our examination is to be made in
accordance with generally accepted auditing standards, and accord
ingly is to include such tests of the accounting records and such other
auditing procedures as we consider necessary in the circumstances.
For several years we have made annual examinations. The exami
nation procedures proposed to be employed are based upon knowl
edge obtained from such examinations and upon the review of the
system of internal control which has disclosed no material changes in
prescribed procedures or the application thereof.
No bookkeeping work is done for the client.
Generally accepted accounting principles are being followed by
the client.
We are to prepare separate reports on both of the above-mentioned
companies as of June 30th and prepare the related federal and state
tax returns.
We are also to prepare a letter of recommendations relative to
suggestions for improvements in accounting procedures and internal
control.
Putnam Lumber Company, Inc.
Internal Control and A ccounting Policies and Procedures

1. Review the system of internal control and the accounting poli
cies and procedures in use by the company and reflect all
changes in the permanent file.
2. Prepare a memorandum on the weaknesses in the system of in
ternal control and in the accounting procedures of the com
pany together with suggestions for improvement thereof.
3. Evaluate the effect on the financial statements of any changes
in accounting policies.
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Tests of Transactions

With respect to transactions for two month s of the year perform
the following tests (with closer knowledge of the operations it might
be possible to reduce these tests):
1. Foot the columnar journal and trace postings to the general
ledger.
2. Reconcile total deposits for the test periods as shown by bank
statements on file with total receipts as shown by the columnar
journal. Schedule receipts by days and trace to the bank state
ments. Obtain explanation for unusual delays in depositing
receipts.
3. Reconcile total charges for the test periods as shown by the
bank statements to book disbursements as shown by the colum
nar journal. Check reconciling items by reference to canceled
checks and other data.
4. Account for all transfers from the general bank account to the
pay roll bank account.
5. Compare dates, payees, and amounts shown on canceled
checks with data appearing in the columnar journal for the
test periods. Examine signatures and endorsements.
6. Support propriety and classification of all disbursements over
$50.00 for both months of the test period by reference to in
voices, receiving reports, and other data. Examine for proper
approval. With respect to lumber purchases compare prices paid
with market quotations at the date of purchase.
7. For one pay period during the test period:
(a) Foot the net pay column of the pay roll register and trace
postings to general ledger. Compare pay roll checks to the
pay roll summary for date, payee, signature, and cancel
lation date.
(b) Select 10 employees in the test pay roll:
(1) Support hours worked by examination of time cards
properly approved.
(2) Support wage rates by reference to rate authoriza
tions.

Accountant "H ”

8.

9.

10.
11.

12.

105

(3) Test computation of gross pay.
(4) Review deductions for propriety.
(5) Examine endorsements on the pay roll checks and
compare with signatures on the employment rec
ords.
For two weeks of the test period, one week from each test
month, check the prices and eyetest the extensions and foot
ings on sales invoices and compare to the sales column of the
columnar journal.
Trace approximately 5%, in number, of the shipping tallies of
the test periods to the sales invoices and then to the accounts
receivable ledger cards.
Review cash discounts granted.
Select approximately 10 customers’ ledger cards and compare
postings to the sales invoices, cash receipts and credit mem
orandums. Determine that all noncash credits are approved
by responsible employees.
Review debit and credit memorandums.

For the entire period:
1. Review all general journal entries for the period under audit
and obtain explanation for unusual items.
2. Review general ledger accounts for unusual entries.
Cash

In Banks

1. Prepare or obtain and check reconciliations of the bank ac
counts at June 30th.
2. Obtain confirmation of the bank balances, direct from th e
depository, as of June 30th.
3. Request the bank to mail the July 31st bank statements,
together with canceled checks and other data, directly to us.
4. Compare canceled checks returned with cutoff bank statement
with list of outstanding checks as shown on bank reconcilia
tions. Examine supporting data for old (over 30 days) or large
(over $500) checks not returned with cutoff statement.
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5. Trace deposits in transit at June 30th to the cutoff bank state
ment. Trace out all bank transfers for ten days before and ten
days after the balance-sheet date.
6. Examine bank memorandums or other data in support of any
reconciling items not cleared in above tests.
7. Review cash transactions for June and until the completion
of the examination for unusual items.
On Hand

1. Count the petty cash fund and any undeposited receipts and
reconcile from th e date of count to the balance-sheet date.
Examine petty cash vouchers for all amounts reimbursed in the
period from the balance-sheet date to the date of our count.
Temporary I nvestments—Stock

1. Examine and list stock certificates in the lockbox at June 30th.
Ascertain that securities are in the name of the company or
properly assigned thereto. If th e examination must be made at
a date other than June 30th, request that no access be had to
the box except in our presence and obtain confirmation direct
ly from the bank that such was the case. Examine supporting
data for transactions in the interim period, if any, and reconcile
count data to amounts recorded in the general ledger.
2. Schedule any transactions in the temporary investments ac
counts for the period under review. Show details of dividend
income and gain and loss on any sales.
3. Support all purchases and sales of securities by reference to
brokers' advices.
4. Support all dividends received on listed stocks by comparison
with published dividend records. Confirmation of dividends
paid on unlisted stocks should be requested from the paying
companies or other reliable sources. Reconcile to the dividend
income accounts.
5. Reconcile gain or loss on sale of securities to the appropriate
income or expense account.

Accountant ''H ‘*

107

6. Obtain market prices of all stocks. Consider an adjustment to
estimated realizable value it' market value is less than amounts
recorded at June 30th.
Accounts and Notes R ec
e ivable

1. Obtain trial balances of all accounts and notes receivable at
June 30th. Prove footings of total column and eyetest footings
of aging columns. Review the aging of the accounts receivable
from customers and investigate unusually large balances. Ob
tain details of accounts receivable from employees and others
and of notes receivable and investigate old or unusual accounts.
2. Obtain the June 30th customers’ statements from the client.
Send positive confirmation requests on all accounts. Check
names and addresses on statements to the other company rec
ords. Control mailing of statements and confirmation requests.
3. With respect to notes request direct confirmation of unpaid
balance, interest rate, date to which interest is paid, collateral,
etc. Review calculation of interest income and accrued interest
receivable and trace to appropriate income account.
4. Obtain explanation for all exceptions disclosed by replies to
confirmation requests. Mail second requests to accounts not
replying to the first request.
5. Obtain a sales cutoff by comparing shipping tallies prepared by
the warehouseman for one week before and one week after the
balance sheet date with invoices, sales recorded in the colum
nar journal, and customer ledger cards. Also investigate re
turned sales. (See inventories.)
6. Examine credit memorandums issued in the month subsequent
to year end for items applicable to the year under review.
7. Review past-due and unusual accounts with the officers and
with the person in charge of collections and request that un
collectible accounts be written off.
8. No provision for doubtful accounts has been made by the com
pany. Review the results of the aging of the accounts and the
subsequent payments on old accounts with the management and
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recommend a provision for doubtful accounts if one seems
indicated.
9. Ascertain that the officers have knowledge of the accounts
charged off during the year. Review files and consider obtain
ing direct confirmation of the balances.
Inventories

(Assumption is made here that physical inventory of all lumber
and flooring is to be taken on June 30th.)
Physical Observation

1. Prior to the date of the physical inventory, review the pro
cedures to be used thereon with the employees responsible for
the physical inventory. Discuss such items as cutoff procedures,
physical segregation, identification, movement during inven
tory, etc. Request any changes in procedures considered neces
sary to give assurance that the physical inventory will be
reliable.
2. Arrange to have our representatives present on the date of the
physical inventory for the purpose of observing the procedures
of the company and for making test counts.
3. Check or eyetest counts of all items having large quantities or
high unit values and about 5%, in number, of smaller items.
Observe the procedures being used to compile the inventory
and determine that instructions as issued are being followed.
Obtain explanation for items not inventoried. Observe the gen
eral condition of the inventory for nonusable items and possible
obsolescence. Watch for proper descriptions, particularly as to
grades.
4. Review lumber tallies of receipts and shipments for one week
prior and one week subsequent to inventory. Determine that a
proper cutoff has been made.
Other Audit Work
Q u a n t it ie s

1. Obtain a summary of the inventory at the balance-sheet date,
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the inventory tags (or listings), and all reconciling data sup
porting the summary.
2. Trace all audit observations to the inventory tags and then
from the tags to the summary. In addition, check quantities by
comparison of tags to the summary and from the summary to
tags until satisfied that a careful and reasonably accurate
compilation was made.
3. Obtain evidence as to the existence of quantities for any in
ventory tags covering a high dollar amount in the inventory
which were not included in the audit observations.
E x t e n s io n s

and

F o o t in g s

(It is assumed here that all inventories have been adequately
checked by the client.)
1. Check or eyetest computations on 10% of the extensions in
the inventory, including all items with large quantities and all
items of high unit value.
2. Eyetest all page totals.
3. Compare the page totals to the inventory summary.
P r ic e

(In the following tests no consideration is given to inter-company
profits in inventories.)
M a t e r ia l :

1. Compare prices used in costing the inventory to invoices in
sufficient quantity to cover the quantity in inventory on all
items of total value in excess of $1,000 and about 5%, in
number, of the remaining items. Care must be exercised in
obtaining proper prices by grades.
2. Obtain market prices at balance-sheet date from published
quotations or from latest representative invoices. Check about
10% of the items to determine that the inventory is priced at
the lower of cost (presumably on a first-in, first-out basis) or
market.
L abor:

1. Review the company’s methods of allocating direct labor to in
ventory and check the propriety thereof. For about 5% of the
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items affected compare labor costs used in inventory to average
labor costs per unit of production or for the period of inven
tory accumulation.
Burden:

1. For about 5% of the items affected check the application of
burden to inventory as used by the company. Compare the
burden rate used with actual percentage of burden to labor
for the period of accumulation in the inventory.
2. Review the factors of burden for expenses which are not inven
toriable costs but are chargeable to expense when incurred.
(Note: An over-all conversion cost factor could be used to
apply labor and burden to inventories. This, however, would
not change the basic auditing procedures to be followed.)
Sa l e s C u t o f f (se e ac c o u n ts re c e iv a b le )

1. Trace shipments as shown by lumber tallies for one week be
fore and one week after inventory to the cost of sales sum
maries used for relieving inventory accounts. Determine that
sales have been recorded and costed in the proper period. This
test can be performed in conjunction with the sales cutoff test
included in the audit of accounts receivable.
R e c e iv in g Cu

toff

1. Obtain a list of in-transit materials, prove the footings thereon,
and trace to the inventory summary.
2. Examine the invoices recorded in th e month subsequent to
balance-sheet date for material received or invoices dated prior
to such date. Determine that all such items have been recorded
or have been included in the invoices-in-transit schedules in
the physical inventory summary.
3. Examine supporting information for all items on in-transit
schedules in excess of $500 not cleared in test 2. above.
P e r p e t u a l I n v e n to r y R ecords

(Apparently in th is case these records control both quantities
and dollar amounts.)
1. Compare inventory tabulations on about 10% of the items
with perpetual inventory records and totals with general ledger
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inventory accounts and investigate large or unusual differences.
O b so lescen c e

1. List all material items noted in the price tests for which no
purchases have been made in the current year and all non
usable and possibly obsolete items noted in connection with the
tests of the physical inventory.
2. Determine by review with management if any major production
or product changes have occurred which render any inventory
obsolete.
3. Review usage records and sales forecasts, and discuss with the
management all items included in the tests noted above. Re
quest that obsolete and nonusable items be written down to net
salvage value.
T est

of

N e t R e a l iz a b l e V a l u e

1. Compare selling prices on all major grades of finished flooring
with the inventory cost and determine that inventories are not
priced in excess of selling price less delivery cost.
OtherA
t
se

1. Prepare or obtain and check trial balances of receivables in
cluded in other assets, such as officers, employees, etc. Con
firm all accounts with the debtors. Check subsequent payments
and discuss the collectibility of old items.
2. Request confirmation of deposits.
3. Prepare or obtain schedule of intercompany investment and
receivable or payable accounts. Ascertain that receivable or
payable accounts agree with similar accounts on the records of
the subsidiary. Determine that the carrying value of the invest
ment on the parent company’s books is stated on a basis con
sistent with that of the preceding year and in any event is not
in excess of the value of the net assets of the subsidiary com
pany.
4. Prepare or obtain schedule of transactions in the nonoperat
ing real estate accounts for the year and perform the following
tests:
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(a) Support all additions or disposals for the period by refer
ence to invoices, deeds, mortgages, etc. In connection with
all sales, reconcile the resulting gain or loss to the ap
propriate income or expense account.
(b) Check the ownership of the real estate by reference to tax
bills, insurance policies, and county records or by con
firmation with a local abstract company. (This check
need not be performed every year.)
(c) Determine that the carrying value of the real estate is not
in excess of a fair or reasonable valuation.
Fixed Assets

1. Prepare or obtain summary of property accounts and related
reserves for depreciation, including the activity in the accounts
for the audit period.
2. Support the cost of all major additions (over $500) in the cur
rent year by reference to invoices and other supporting data.
3. Examine supporting data for important sales and retirements
during the period and compute the resulting gain or loss on
disposals. Trace to appropriate income account.
4. Check the adequacy of the provision for depreciation for the
year by use of an over-all calculation for each class of asset.
Reconcile to depreciation expense charged to operations.
5. Select 50 major items of machinery and equipment from the
records and physically examine the items. In addition, select
50 other items in use in the plant and trace them to the prop
erty records. Include in these tests all major types of equip
ment. (This test need not be performed every year.)
Deferred Charges

1. Obtain or prepare a schedule of unexpired insurance premiums
at June 30th . Examine policies and agents’ invoices and re
view computation of the unexpired portion of the premiums.
2. Obtain or prepare a schedule of prepaid taxes at June 30th.
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Examine tax receipts or returns and check the computation of
the prepaid portion at June 30th.
3. Obtain details on other deferred charges and determine wheth
er they can be properly deferred to the next period.
A ccounts Payable

1. Prepare or obtain and check trial balance of accounts payable
at June 30th.
2. Review procedures for liability cutoff of expenses at June 30th
(inventory items have been included in the tests of the inven
tory receiving cutoff).
3. Review invoices for the period subsequent to June 30th for
items applicable to the period under audit.
4. Obtain independent confirmation of balances due from about
25 major vendors as at June 30th. Tie in balances thus dis
closed with balances per trial balance and obtain explanations
for exceptions, if any.
A ccrued Liabilities

1. Obtain or prepare a schedule of taxes for the year and review
as to reasonableness. Reconcile to appropriate tax expense
account. Include full details of taxes paid for use in preparing
ht e federal tax return.
2. Check the adequacy of the accrued pay roll by reference to
pay roll summaries and other data.
3. Determine by reference to union or personnel agreements the
requirements for vacation pay, insurance, and pensions and
check the adequacy of the provision for such liabilities.
4. Examine Revenue Agent’s reports for prior years and deter
mine that all assessments have been paid or accrued. Check the
computation of the current year tax provision.
5. Obtain details on other liability accounts and confirm or check
as appropriate.
Capital

1. Prepare analyses of transactions in capital stock, paid-in sur
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plus, and earned surplus accounts for the period.
2. Examine stock certificate stubs in support of outstanding
shares at June 30th. Determine that capital stock transfer tax
stamps have been properly affixed to all shares transferred.
3. Check dividends paid by reference to the minutes of directors’
meetings.
Operations

1. Obtain analysis of sales by product lines and compare with
previous years. Obtain explanation for unusual increases or
decreases in classes of sales.
2. Compare gross profit percentages for current year with previ
ous years. Investigate material changes.
3. Obtain analyses or oth erwise account for the balances in the
following accounts:
Depreciation
Taxes
Repairs
Legal and professional
Donations
Bad debts
Interest income and expense
Rent income
Miscellaneous income and expense
Officers’ salaries
Include full details for use in preparing the federal and state
tax returns.
4. Review charges to repairs for major items of a capitalizable
nature.
5. Compare income and expense accounts with previous years.
Obtain explanation for all significant increases or decreases.
Miscellaneous

1. Brief the minutes of stockholders’ and directors’ meetings held
during the year and up to the completion of the examination.
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Trace all appropriate items to the accounting records.
Obtain directly from legal counsel information with respect to
pending claims, judgments, and other litigation.
Obtain information from the management relative to expansion
programs, and to unusually large purchase or sales commit
ments and possible contingent losses thereon.
Review transactions for the period from the balance-sheet
date to the completion of the audit for unusual items, un
recorded transactions, etc.
Obtain copies of important contracts and agreements and in
corporate them in the permanent file.
Ascertain that employees in position of trust are properly
bonded.
Investigate adequacy of other insurance coverage.
Obtain a letter of representations as to receivables, inventories,
contingent liabilities, etc., from the company signed by the
offi cers and the office manager.

Putnam Realty Company
Internal Control and Accounting Policie s and Procedures

1. Review the system of internal control and the accounting
policies and procedures in use by the company and reflect all
changes in the permanent file.
2. Prepare a memorandum on the weaknesses in the system of
internal control and in the accounting procedures of the com
pany together with suggestions for improvement thereof.
3. Evaluate the effect on the financial statements of any changes
in accounting policies.
Tests

of

Transactions

With respect to transactions for two months of th e year perform
the following tests (with closer knowledge of the operations it might
be possible to reduce these tests):
1. Foot the columnar journal and trace postings to the general
ledger.
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2. Reconcile total deposits for the test periods as shown by bank
statements on file with total receipts as shown by the columnar
journal. Compare receipts from parent company with data
shown by records of that company.
3. Reconcile total charges for the test periods as shown by the
bank statements to book disbursements as shown by the
columnar journal. Check reconciling items by reference to
canceled checks and other data.
4. Account for all transfers from the general bank account to the
pay roll bank account.
5. Compare dates, payees, and amounts shown on canceled checks
with data appearing in the columnar journal for the test peri
ods. Examine signatures and endorsements.
6. Support propriety and classification of all disbursements over
$50.00 for both months of the test period by reference to in
voices, receiving reports, and other data. Examine for proper
approval.
7. For one pay period during the test period:
(a) Foot the net pay column of the pay roll register and trace
postings to general ledger. Compare pay roll checks to the
pay roll summary for date, payee, signature, and can
cellation date.
(b) Select 10 employees in the test pay roll:
(1) Support hours worked by examination of time books
properly approved.
(2) Support wage rates by reference to rate authoriza
tions.
(3) Test computation of gross pay.
(4) Review deductions for propriety.
(5) Examine endorsements on the payroll checks and
compare with signatures on the employment records.
8. For two weeks of the test period, one week from each test
month, check the prices (by comparison with market quota
tions as of that date) and eyetest the extensions and footings
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on sales invoices and compare to the sales column of the
columnar journal.
9. For the same period as “8.” above trace all shipping tallies to
the sales invoices. Compare such sales with purchases of lum
ber by the parent company as shown by the records of that
company.
10. Review debit and credit memorandums.
For the entire period:
1. Review all general journal entries for the period under audit
and obtain explanation for unusual items.
2. Review general ledger accounts for unusual entries.
C a sh

In Banks

1. Prepare or obtain and check reconciliations of the bank ac
counts at June 30th.
2. Obtain confirmation of the bank balances, direct from the
depository, as of June 30th.
3. Request the bank to mail the July 31st bank statements, to
gether with canceled checks and other data, directly to us.
4. Compare canceled checks returned with cutoff bank statement
with list of outstanding checks as shown on bank reconcilia
tions. Examine supporting data for old (over 30 days) or large
(over $500) checks not returned with cutoff statement.
5. Trace deposits in transit at June 30th to the cutoff bank state
ment and any that relate to the parent company to the records
of that company. Trace out all bank transfers for ten days be
fore and ten days after the balance-sheet date.
6. Examine bank memorandums or other data in support of any
reconciling items not cleared in above tests.
7. Review cash transactions for June and until the completion of
the examination for unusual items.
On Hand

1. Count the petty cash fund and reconcile from the date of
count to the balance-sheet date. Examine petty cash vouchers
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for all amounts reimbursed in the period from the balance-sheet
date to the date of our count.
A ccounts Receivable

The company sells its entire output to the Putnam Lumber Com
pany, Inc. Payment is made for all shipments upon their arrival at
their destination.
1. Schedule shipments made for one week prior and one week
subsequent to June 30th and trace the payment thereof to cash
receipts detail and to the columnar journal. Determine that all
shipments are recorded as sales of the proper period. Trace all
such shipments to the receiving date of the Putnam Lumber
Company, Inc., and determine that shipments in transit at June
30th were properly recorded.
2. Ascertain that the intercompany accounts agree with the ac
counts of the parent company.
Notes Receivable

1 .

Obtain details of notes receivable at June 30th and investigate
collectibility.
2. Request direct confirmation of unpaid balance, interest rate,
date to which interest is paid, collateral, etc.
3. Review calculation of interest income and accrued interest
receivable, and trace to appropriate income account.
Inventories

(Assumption is made that the physical inventory of all lumber
and logs is to be taken on June 30th.)
Physical Observation
L um ber

1. Prior to the date of the physical inventory, review the inven
tory procedures to be used thereon with the employees respon
sible for the physical inventory. Discuss such items as cutoff
procedures, physical segregation, identification, movement dur
ing inventory, etc. Request any changes in procedures consid
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ered necessary to gain assurance that the physical inventory
will be reliable.
2. Arrange to have our representatives present on the date of the
physical inventory for the purpose of reviewing the procedures
of the Company and for making test counts.
3. Check or eyetest counts of all items having large quantities or
high unit values and about 5% in number, of smaller items.
Observe the procedures being used to compile the inventory
and determine that instructions as issued are being followed.
Obtain explanation for items not inventoried. Observe the gen
eral condition of the inventory for nonusable items. Watch for
proper descriptions, particularly as to grades.
4. Review lumber tallies of receipts and shipments for one week
prior and one week subsequent to inventory. Determine that a
proper cutoff has been made.
L o gs

1. The best procedures for taking a physical inventory of logs
include the use, by the client, of independent experts to scale
logs on hand at the inventory date. If the company does not
contemplate this you should consider the necessity of retaining
an expert to assist in your observations.
2. Observe procedures followed in estimating board-feet content
of logs on hand at the physical inventory date, check mathe
matical accuracy and reasonableness of the computations, and
make a record of quantities on hand for later tracing to the
compiled inventories.
3. If cutting operations are to continue during the physical inven
tory period, ascertain that proper procedures are followed as
regards costs incurred and logs cut. Ascertain that a proper
cutoff is made by the company of logs transferred to the
sawmill.
Other Audit Work
Q u a n t it ie s

1. Obtain a summary of the inventory at the balance-sheet date,
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the inventory tags (or listings), and all reconciling data sup
porting the summary.
2. Trace all audit observations to the inventory tags and then
from the tags to the summary. In addition, check quantities by
comparison of tags to the summary and from the summary to
tags until satisfied that a careful and reasonably accurate
compilation was made.
3. Obtain evidence as to th e existence of quantities for any in
ventory tags covering a high dollar amount in th e inventory
which were not included in the audit observations.
E x t e n s io n s

and

F o o t in g s

(It is assumed here that all inventories have been adequately
checked by the client.)
1. Check or eyetest computations on 10% of the extensions in the
inventory, including all items with large quantities and all
items of high unit value.
2. Eyetest all page totals.
3. Compare the page totals to the inventory summary.
P r ic e
R a w M a t e r ia l s :

1. The cost of the lumber inventory to the company is the propor
tionate amount of the original cost of the timber. Review the
cost data used in pricing the lumber inventory.
L abor:

1. Review the company’s methods of allocating direct labor (both
cutting and in the sawmill) to inventory and check the pro
priety thereof. For about 5% of the items compare labor costs
used in inventory to average labor costs per unit of production
for the period of inventory accumulation.
Burden:

1. For about 5% of the items check th e application of burden
to inventory as used by the company. Compare the burden
rate used with actual percentage of burden to labor for the
period of accumulation in the inventory.
2. Review the factors of burden for expenses which are not in-
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ventoriable costs but are chargeable to expense when incurred.
(Note: An over-all conversion cost factor could be used to
apply labor and burden to inventories. This, however, would
not change the basic auditing procedures to be followed.)
Sa l e s C u t o f f

Review the results obtained in the test of accounts receivable
and determine that cost of sales has been recorded properly on
sales for the period of one week prior and one week subsequent
to June 30th.
R e c e iv in g C u t o f f

Review charges to lumber inventory for the period of one week
prior and one week subsequent to June 30th and determine that
all raw timber cut during this period as shown by production
reports has been reflected in the proper accounting period.
P e r p e t u a l I n v e n to r y R ecords

(Apparently in this case these records control both quantities
and dollar amounts.)
1. Compare inventory tabulations on about 10% of the items
with perpetual inventory records and totals with general ledger
inventory accounts and investigate large or unusual differences.
O b so lescen ce

Review the results of the inventory observations and discuss
with management the possible unsalable or substandard lum
ber included in the inventory.
T est

of

N e t R e a l iz a b l e V a l u e

Compare selling prices on all major grades of finished lumber
and determine that production cost plus cost to deliver does
not exceed selling prices.
Other Assets

1. Schedule transactions with respect to the farm (not used in
business) for the year and perform the following tests:
(a) Support the cost of all assets over $500 acquired during
the year by reference to invoices, deeds, legal documents,
and oth er data.
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(b) Examine supporting data on important sales and removals
for the period and trace the resulting gain or loss to the
appropriate income or expense accounts.
(c) Ch eck the ownership of the real estate by reference to tax
bills, insurance policies, and county records or by con
firmation with a local abstract company. (This check
need not be performed every year.)
(d) Determine that the carrying value of the real estate is not
in excess of a fair or reasonable valuation.
Fixed Assets

Land and Depreciable Properties

1. Prepare or obtain summary of property accounts and related
reserves for depreciation, including the activity in the accounts
for the audit period.
2. Support the cost of all major additions (over $500) in the cur
rent year by reference to invoices and other supporting data.
3. Examine supporting data for important sales and retirements
during the period and compute the resulting gain or loss on
disposals. Trace to appropriate income account.
4. Check the adequacy of the provision for depreciation for the
year by use of an over-all calculation for each class of asset.
Reconcile to depreciation expense charged to operations.
5. Select about 25 large items of logging equipment and machinery
and equipment from the records and physically examine the
items. In addition, select about 25 other items in use and trace
them to the property records. Include in these tests all major
types of equipment. (This test need not be performed every
year.)
Timber Rights

1. Prepare or obtain a summary of these accounts and the related
reserves for depletion, including the activity in the accounts
for the audit period.
2. Support the cost of acquisitions in the current year by refer
ence to invoices and other supporting data.
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3. Examine supporting data for any sales during the period and
compute the resulting gain or loss. Trace to appropriate in
come account.
4. Review the computation of depletion for the period and trace
to the appropriate expense accounts. Ascertain if depletion
schedules reflect quantities as determined in a recent “cruise”
of timberlands.
5. Discuss with management the present value of the timber
rights in the light of potential production, marketability, etc.
6. Include in the working papers full details of depletion for use
in preparing the federal tax return. Study the possible advan
tages to the company of Section 631 of the Internal Revenue
Code and, if needed, obtain data on market prices required by
that section.
Deferred Charges

1. Obtain or prepare a schedule of unexpired insurance premiums
at June 30th. Examine policies and agents' invoices and review
computation of the unexpired portion of the premiums.
2. Obtain or prepare a schedule of prepaid taxes at June 30th.
Examine tax receipts or returns and check the computation of
the prepaid portion at June 30th.
3. Obtain details on other deferred charges and determine wheth
er they can be properly deferred to the next period.
Notes Payable

1. Obtain an analysis of the transactions in notes payable ac
counts for the period.
2. Review the loan agreements for pertinent items relative to the
financial statements, such as surplus restrictions, current asset
restrictions, collateral, etc. Determine th at no liability exists as
a result of default on any of the restrictions.
3. Obtain confirmation directly from the holder of the notes as to
unpaid balance at June 30th, interest rate, date to which paid,
collateral, etc.
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4. Check the computation of accrued interest and interest expense
for the year and reconcile to the appropriate expense account.
Accrued Liabilities

1. Obtain or prepare a schedule of taxes for the year and review
as to reasonableness. Reconcile to appropriate tax expense
account. Include full details of taxes paid for use in preparing
the federal tax return.
2. Check the adequacy of the accrued pay roll by reference to
pay roll summaries and other data.
3. Determine by reference to union or personnel agreements the
requirements for vacation pay, insurance, and pensions and
check the adequacy of the provision for such liabilities.
4. Examine Revenue Agent’s reports for prior years and deter
mine that all assessments have been paid or accrued. Check the
computation of the current year tax provision.
5. Obtain details on other liability accounts and confirm or check
as appropriate.
Capital

1. Prepare analyses of transactions in capital stock, surplus aris
ing from revaluation of standing timber, and earned surplus
accounts for the period.
2. Examine stock certificate stubs in support of outstanding shares
at June 30th. Determine that capital stock transfer tax stamps
have been properly aff ixed to all shares transferred.
3. Check dividends paid by reference to the minutes of directors’
meetings.
Operations

1. Compare gross profit percentages for current year with previous

years. Investigate material changes.
2. Obtain analyses or otherwise account for the balances in the
following accounts.
Depreciation and depletion
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Taxes
Repairs and maintenance
Legal and professional
Donations
Interest income and expense
Rent income
Farm income and expense
Miscellaneous income and expense
Officers’ salaries
Include full details for use in preparing the federal and state
tax returns.
3. Review charges to repairs for major items of a capitalizable
nature.
4. Compare income and expense accounts with previous years.
Obtain explanation for all significant increases or decreases.
Miscellaneous

1. Brief the minutes of stockholders’ and directors’ meetings held
during the year and up to the completion of the examination.
Trace all appropriate items to the accounting records.
2. Obtain directly from legal counsel information with respect to
pending claims, judgments, and other litigation.
3. Obtain information from the management relative to expan
sion programs.
4. Review transactions for the period from the balance-sheet date
to the completion of the audit for unusual items, unrecorded
transactions, etc.
5. Obtain copies of important contracts and agreements and in
corporate them in the permanent file.
6. Ascertain that employees in position of trust are properly
bonded.
7. Investigate adequacy of other insurance coverage.
8. Obtain a letter of representations as to receivables, invento
ries, contingent liabilities, etc., from the company signed by th e
officers and the office manager.
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